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January 16, 2003 
 

AMERITECH MICHIGAN SUMMARY  
WIRELINE INTERCONNECTION AGREEMENT LIST 

 
  

 
CLEC Interconnection Agreement  

Approval 
Date 

Effective 
Date 
 
 

 
1.  
 

1-800-Reconex, Inc. – Interconnection Agreement 6/5/01 6/15/01 

2.  
 

5Star Phone Center, Inc. – Resale Agreement 7/10/02 7/20/02 

3.  
 

Access One, Inc. – Interconnection Agreement 3/29/02 4/8/02 

4.  ACN Communication Services, Inc. – Interconnection Agreement 12/6/02 12/16/02 
 

5.  
 

AccuTel of Texas, Inc. – Interconnection Agreement 9/16/02 9/26/02 

6.  
 

ACD Telecom, Inc. – Interconnection Agreement 9/7/01 6/4/01 

7.  
 

Adelphia Business Solutions – Interconnection Agreement 7/11/01 3/16/01 

8.  
 

Allegiance Telecom of Michigan, Inc. – Interconnection Agreement 9/7/01 5/2/01 

9.  
 

American Fiber Network, Inc. – Interconnection Agreement 10/6/00 10/16/00 

10.  
 

Americom, Inc. – Resale Agreement 11/20/01 12/1/01 

11.  
 

AmeriVoice Telecommunications, Inc. – Resale Agreement 9/27/01 10/7/01 

12.  
 

AT & T Communications of Michigan, Inc. – Interconnection Agreement 3/21/02 3/21/02 

13.  
 

Baraga Telephone Company – Interconnection Agreement 11/7/02 11/17/02 

14.  
 

Bilan Communications – Interconnection Agreement 10/6/00 11/29/99 

15.  
 

Borderland Communications, LLC – Interconnection Agreement 10/11/01 10/21/01 

16.  
 

Brooks Fiber Communications of Michigan, Inc. – Interconnection 
Agreement 

11/26/96 8/5/96 

17.  
 

B & S Telecom, Inc. – Interconnection Agreement 9/7/01 9/17/01 

18.  
 

Buckeye Telesystem, Inc. – Interconnection Agreement 7/11/01 4/10/01 

19.  Budget Phone, Inc. – Interconnection Agreement 
 

10/3/02 10/13/02 

20.  Bullseye Telecom – Interconnection Agreement 3/29/02 4/8/02 

21.  Call Giant, Inc. – Interconnection Agreement 5/16/02 5/26/02 

22.  CallUp, Inc. – Interconnection Agreement 6/30/99 4/19/99 

23.  CAT Communications International, Inc. d/b/a CCI – Interconnection 
Agreement 

10/3/02 10/13/02 

24.  CenturyTel Solutions, LLC – Interconnection Agreement 4/16/02 4/26/02 
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AMERITECH MICHIGAN SUMMARY  
WIRELINE INTERCONNECTION AGREEMENT LIST 

 
  

 
CLEC Interconnection Agreement  

Approval 
Date 

Effective 
Date 
 
 

 
25.  Choctaw Communications, Inc. d/b/a Smoke Signal Communications – 

Interconnection Agreement 
12/20/02 12/30/02 

26.  Ciera Network Systems, Inc. – Interconnection Agreement 10/11/01 10/21/01 

27.  CityNet Telecommunications, Inc. – Interconnection Agreement 11/7/02 11/17/02 

28.  Climax Telephone Company – Interconnection Agreement 8/13/97 7/11/97 

29.  C.L.Y.K., Inc. d/b/a Affinity Telecom – Interconnection Agreement 8/20/02 8/30/02 

30.  CMC Telecom, Inc. – Interconnection Agreement Pending Pending 

31.  Coast-to-Coast Telecommunications, Inc. – Interconnection Agreement 10/24/00 9/18/00 

32.  Comcast Telecommunications, Inc. – Interconnection Agreement 7/10/02 5/20/02 

33.  Comm South Companies, Inc. – Interconnection Agreement 7/23/02 8/2/02 

34.  CoreComm Michigan, Inc. – Interconnection Agreement 6/19/00 4/15/00 

35.  Delta Phones, Inc. – Interconnection Agreement 12/20/02 12/30/02 

36.  DIECA d/b/a Covad Communications Company – Interconnection 
Agreement 

7/11/01 1/23/01 

37.  Digital Telecommunications, Inc. – Resale Agreement 11/20/01 11/30/01 

38.  DSLnet Communications, LLC – Interconnection Agreement 3/29/02 4/8/02 

39.  EagleNet, Inc. – Interconnection Agreement 1/8/02 7/12/01 

40.  Easton Telecom Services, LLC – Interconnection Agreement 11/7/02 11/17/02 

41.  Emergent Communications, LLC – Resale Agreement 11/20/01 11/30/01 

42.  Ernest Communications, Inc. – Interconnection Agreement 5/16/02 5/26/02 

43.  essential.com, Inc. – Resale Agreement 7/7/00 7/27/00 

44.  Essex Communications, Inc. d/b/a eLEC Communications – 
Interconnection Agreement 

12/4/00 12/14/00 

45.  Excel Communications, Inc. – Interconnection Agreement 6/6/02 6/16/02 

46.  EZ phone, Inc. – Resale Agreement 6/6/02 6/16/02 

47.  First Communications, LLC – Interconnection Agreement 5/16/02 5/26/02 

48.  Focal Communications Corporation – Interconnection Agreement 3/29/01 11/27/01 

49.  Global Crossing Telemanagement, Inc. – Interconnection Agreement 5/27/99 11/13/98 

50.  grid4 Communications, Inc. – Interconnection Agreement 5/16/02 5/26/02 
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AMERITECH MICHIGAN SUMMARY  
WIRELINE INTERCONNECTION AGREEMENT LIST 

 
  

 
CLEC Interconnection Agreement  

Approval 
Date 

Effective 
Date 
 
 

 
51.  GTE Communications Corporation – Interconnection Agreement 7/15/98 3/30/98 

52.  HJN Telecom, Inc. – Resale Agreement 10/6/00 10/16/00 

53.  ICG Telecom Group, Inc. – Interconnection Agreement 7/6/00 7/16/00 

54.  Jato Operating Two Corporation – Interconnection Agreement 1/19/00 9/7/99 

55.  Joy Lines, Inc. – Resale Agreement 5/16/02 5/26/02 

56.  KMC Telecom II, Inc. – Interconnection Agreement 2/25/02 6/5/01 

57.  KMC Telecom III, Inc. – Interconnection Agreement 2/25/02 6/5/01 

58.  KMC Telecom V, Inc. – Interconnection Agreement 2/25/02 6/5/01 

59.  LCI International Telecom Corporation d/b/a Qwest Communications – 
Interconnection Agreement 

3/10/98 2/10/98 

60.  Level 3 Communications, LLC – Interconnection Agreement 2/5/01 2/15/01 

61.  Line 1 Communications, LLC d/b/a Direct Line – Interconnection 
Agreement 

Pending Pending 

62.  Local Exchange Carriers of Michigan, Inc. – Interconnection Agreement 1/8/02 6/12/01 

63.  Long Distance of Michigan, Inc. d/b/a LDMI – Interconnection Agreement 4/24/00 11/8/99 

64.  Lucre, Inc. – Interconnection Agreement 5/27/99 3/26/99 

65.  Maverix.net, Inc. – Interconnection Agreement 10/6/00 10/16/00 

66.  Maxcess, Inc. – Interconnection Agreement 12/20/00 12/30/00 

67.  MCImetro Access Transmission Services, LLC – Interconnection 
Agreement 

7/31/97 6/16/97 

68.  MCI WORLDCOM Communications, Inc. – Interconnection Agreement 12/20/96 5/17/96 

69.  McLeod USA – Interconnection Agreement 5/1/02 5/11/02 

70.  Metro Teleconnect Companies, Inc. – Resale Agreement 8/20/02 8/30/02 

71.  MichTel, Inc. – Interconnection Agreement 9/27/01 6/5/01 

72.  Michigan’s Utility & Company Payment  Systems – Interconnection 
Agreement 

12/4/00 12/14/00 

73.  Midwestern Telecommunications, Inc. – Resale Agreement 7/11/01 7/21/01 

74.  MOR Communications, LLC – Resale Agreement 5/16/02 5/26/02 

75.  Mpower Communications Corporation – Interconnection Agreement 3/29/02 4/8/02 
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CLEC Interconnection Agreement  

Approval 
Date 

Effective 
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76.  Navigator Telecommunications, LLC – Interconnection Agreement 9/16/02 9/26/02 

77.  New Access Communications, LLC – Interconnection Agreement 7/23/02 8/2/02 

78.  New Edge Network, Inc. – Interconnection Agreement 10/6/00 10/16/00 

79.  Nexus Communications, Inc. – Interconnection Agreement 11/7/02 11/7/02 

80.  Norlight Telecommunications, Inc. – Interconnection Agreement 6/6/02 6/16/02 

81.  NOS Communications, Inc. – Interconnection Agreement 7/23/02 8/2/02 

82.  NOW Communications, Inc. – Interconnection Agreement 2/5/01 2/15/01 

83.  Ntegrity Telecontent Services, Inc. – Interconnection Agreement 10/6/00 5/31/00 

84.  PaeTec Communications, Inc. – Interconnection Agreement 3/7/01 3/17/01 

85.  Phone-Link, Inc. – Resale Agreement 7/23/02 8/2/02 

86.  Preferred Carrier Services, Inc. d/b/a Phones for All and Telephonos Para 
Tudos– Interconnection Agreement 

1/8/02 1/18/02 

87.  Premiere Network Services, Inc. – Interconnection Agreement 3/29/02 4/8/02 

88.  Quality Telephone – Resale Agreement 11/7/02 11/17/02 

89.  Quantum Shift – Interconnection Agreement 9/18/00 7/31/00 

90.  Quick Communications Corporation – Interconnection Agreement 9/7/01 9/17/01 

91.  RACC Enterprises, LLC – Interconnection Agreement 1/8/02 1/18/02 

92.  RVP Fiber Company – Interconnection Agreement 3/29/02 4/8/02 

93.  Sage Telecom, Inc. – Interconnection Agreement 10/3/02 10/13/02 

94.  ServiSense.com, Inc. – Resale Agreement 8/17/00 8/27/00 

95.  Sprint Communications Company, LP – Interconnection Agreement 11/7/02 11/7/02 

96.  Stonebridge Communications, Inc. – Resale Agreement 6/6/02 6/16/02 

97.  Superior Technologies, Inc. d/b/a Superior Spectrum Communications – 
Interconnection Agreement 

8/16/01 3/15/01 

98.  Sure-Tel, Inc. – Interconnection Agreement 3/29/02 4/8/02 

99.  Synopsis Communications, Inc. – Resale Agreement 6/6/02 6/16/02 

100.  Talk America, Inc. – Interconnection Agreement 11/7/02 11/17/02 

101.  Talk Unlimited Now, Inc. – Interconnection Agreement 12/6/02 12/16/02 
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AMERITECH MICHIGAN SUMMARY  
WIRELINE INTERCONNECTION AGREEMENT LIST 

 
  

 
CLEC Interconnection Agreement  

Approval 
Date 

Effective 
Date 
 
 

 
102.  TDS Metrocom, Inc. – Interconnection Agreement 12/20/01 12/30/01 

103.  Telicor, Inc. – Interconnection Agreement 6/5/01 6/15/01 

104.  TCG Detroit – Interconnection Agreement 3/21/02 3/21/02 

105.  Teligent Services, Inc. – Interconnection Agreement Pending Pending 

106.  TelNet Worldwide, Inc. – Interconnection Agreement 9/27/01 4/30/01 

107.  Truly Clear Communications, Inc. – Interconnection Agreement 10/29/01 11/8/01 

108.  United Telecom – Interconnection Agreement 3/29/02 4/8/02 

109.  United States Telecommunications, Inc. – Resale Agreement 4/23/99 8/10/98 

110.  Universal Telecom, Inc. – Resale Agreement 6/6/02 6/16/02 

111.  US West Interprise America, Inc. – Interconnection Agreement 11/5/98 10/20/97 

112.  US Xchange of Michigan, Inc. – Interconnection Agreement 9/7/01 4/9/01 

113.  VarTec Telecom, Inc. – Interconnection Agreement 3/29/02 4/8/02 

114.  Vertex Broadband Corporation – Resale Agreement 8/20/02 8/30/02 

115.  Waypoint Telecommunications, LLC – Interconnection Agreement 6/21/02 7/1/02 

116.  Williams Local Network, LLC – Interconnection Agreement 8/20/02 8/30/02 

117.  Winn Telephone Company d/b/a Winn Telecom – Interconnection 
Agreement 

5/16/02 5/26/02 

118.  Winstar Communications, LLC – Interconnection Agreement 6/6/02 6/16/02 

119.  XO Michigan, Inc. – Interconnection Agreement 1/8/02 1/8/02 

120.  Zenk Group, LTD d/b/a Planet Access – Interconnection Agreement 2/25/02 3/7/02 
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AMERITECH MICHIGAN SUMMARY  
COMMERCIAL MOBILE RADIO SERVICE  (CMRS) INTERCONNECTION 

AGREEMENT LIST 
 

  
 
CLEC Interconnection Agreement  

Approval 
Date 

Effective 
Date 
 
 

 
1.  
 

AirTouch Paging – CMRS (Paging) Interconnection Agreement 
 

8/17/99 
 

5/11/99 
 

2.  
 

Alert Communications, LLC – CMRS (Paging) Interconnection Agreement 3/7/01 11/29/00 

3.  
 

Alltell – CMRS Interconnection Agreement 6/25/97 1/29/97 

4.  
 

Alpine – Michigan E, Inc. – CMRS Interconnection Agreement 10/11/01 8/8/01 

5.  
 

Alpine – Michigan F, LLC – CMRS Interconnection Agreement 10/11/01 8/2/01 

6.  
 

Alpine PCS, Inc. – CMRS Interconnection Agreement 9/7/01 7/2/01 

7.  
 

American Cellular Corporation / Dobson Communications Corporation – 
CMRS Interconnection Agreement 

2/1/02 2/1/02 

8.  
 

Ameritech Mobile Communications, Inc. – CMRS Interconnection 
Agreement 

2/22/00 8/7/99 

9.  
 

Arch Paging, Inc. – CMRS Interconnection Agreement 
 

2/22/00 1/4/00 

10.  
 

AT&T Wireless Services, Inc. – CMRS Interconnection Agreement 7/11/01 7/11/01 

11.  
 

Centennial Communications Corporation – CMRS Interconnection 
Agreement 

2/25/98 9/15/97 

12.  
 

CenturyTel Wireless, Inc. – CMRS Interconnection Agreement 1/10/00 2/10/00 

13.  
 

Cricket Communications, Inc. – CMRS Interconnection Agreement 9/7/01 7/7/01 

14.  
 

Heartland Communications – CMRS Interconnection Agreement 3/29/02 2/23/01 

15.  
 

Message Express Company – CMRS Interconnection Agreement 5/27/99 3/22/99 

16.  
 

Metrocall, Inc. – CMRS Interconnection Agreement 4/11/00 2/7/00 

17.  
 

New Cell, Inc. – CMRS Interconnection Agreement 3/7/01 9/11/00 

18.  
 

Nextel West Corporation – CMRS Interconnection Agreement 12/6/99 8/6/99 

19.  
 

NPI-OmniPoint Wireless, LLC – CMRS Interconnection Agreement 2/25/98 9/29/97 

20.  
 

Pagenet, Inc. – CMRS Interconnection Agreement 5/27/99 3/11/99 

21.  PageData – CMRS Interconnection Agreement Pending Pending 
 

22.  
 

Range Telecommunications, Inc. – CMRS Interconnection Agreement 6/19/00 7/19/00 

23.  RFB Cellular, Inc. – CMRS Interconnection Agreement 8/16/01 6/20/01 
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AMERITECH MICHIGAN SUMMARY  
COMMERCIAL MOBILE RADIO SERVICE  (CMRS) INTERCONNECTION 

AGREEMENT LIST 
 

  
 
CLEC Interconnection Agreement  

Approval 
Date 

Effective 
Date 
 
 

 
24.  
 

Sprint Spectrum – CMRS Interconnection Agreement 10/15/97 5/30/97 

25.  Thumb Cellular – CMRS Interconnection Agreement 
 

1/10/00 2/10/00 

26.  Verizon Wireless – CMRS Interconnection Agreement 
 

4/16/02 10/28/01 

27.  VoiceStream Wireless – CMRS Interconnection Agreement 
 

1/23/01 10/24/00 

28.  WaveSent, LLC – CMRS Interconnection Agreement 
 

Pending Pending 
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Heritage Affidavit – Attachment I 
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TALK AMERICA filed this 10-Q on 08/13/2002. 
Outline Printer Friendly 

           Next Page » 

-------------------------------------------------------------------------------
                       SECURITIES AND EXCHANGE COMMISSION
                             Washington, D.C.  20549
                             -----------------------

                                    FORM 10-Q

(MARK  ONE)

[X]          QUARTERLY  REPORT  PURSUANT  TO  SECTION  13  OR  15(D)  OF  THE
             SECURITIES  EXCHANGE  ACT  OF  1934

                  FOR THE QUARTERLY PERIOD ENDED JUNE 30, 2002

                                       OR

[  ]         TRANSACTION  REPORT  PURSUANT  TO  SECTION  13  OR  15(D)  OF THE
             SECURITIES  EXCHANGE  ACT  OF  1934

                     FOR THE TRANSITION PERIOD FROM      TO     
                                                    ----    ----

                        COMMISSION FILE NUMBER 0 - 26728

                           TALK AMERICA HOLDINGS, INC.
             (Exact name of registrant as specified in its charter)

       DELAWARE                                         23-2827736
(State of incorporation)                    (I.R.S. Employer Identification No.)

12020  SUNRISE  VALLEY  DRIVE,  SUITE  250,  RESTON,  VIRGINIA          20191
(Address of principal executive offices)                              (Zip Code)

                                 (703) 391-7500
              (Registrant's telephone number, including area code)

     Indicate  by  check  mark  whether the registrant (1) has filed all reports
required  to  be  filed by Section 13 or 15(d) of the Securities Exchange Act of
1934  during  the  preceding  12  months  (or  for  such shorter period that the
registrant  was required to file such reports), and (2) has been subject to such
filing  requirements  for  the  past  90  days.

                                 Yes  X  No     
                                     ---    --- 

     Indicate  the  number of shares outstanding of each of the issuer's classes
of  common  stock,  as  of  the  latest  practicable  date.

     81,690,766  shares  of  Common  Stock,  par  value of $0.01 per share, were
issued  and  outstanding  as  of  August  6,  2002.

                  TALK AMERICA HOLDINGS, INC. AND SUBSIDIARIES

                                      INDEX
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                                                                           PAGE
                                                                           ----

PART  I  -  FINANCIAL  INFORMATION:

Item  1.  Consolidated  Financial  Statements:

     Consolidated Statements of Operations - Three and Six
     Months Ended June 30, 2002 and  2001  (unaudited). . . . . . . . . . . . 3

     Consolidated  Balance  Sheets  -  June  30,  2002  (unaudited)
     and  December  31,  2001. . . . . . . . . . . . . . . . . . . . . . . . .4

     Consolidated Statements of Cash Flows - Six Months Ended
     June 30, 2002 and 2001 (unaudited). . . . . . . . . . . . . . . . . . . .5

     Notes  to  Consolidated  Financial  Statements  (unaudited). . . . . . . 6

Item  2.  Management's  Discussion  and  Analysis  of
     Financial  Condition and  Results  of  Operations. . . . . . . . . . .  14

Item  3.  Quantitative and Qualitative Disclosure About Market Risk. . . . . 26

PART  II  -  OTHER  INFORMATION:

Item  2.  Changes  in  Securities. . . . . . . . . . . . . . . . . . . . . . 26

Item  6.  Exhibits  and  Reports  on  Form  8-K

     (a)  Exhibits. . . . . . . . . . . . . . . . . . . . . . . . . . . . .  26

     (b)  Reports  on  Form  8-K. . . . . . . . . . . . . . . . . . . . . .  27

                                        2

                         PART I - FINANCIAL INFORMATION

ITEM  1.    CONSOLIDATED  FINANCIAL  STATEMENTS

                                 TALK AMERICA HOLDINGS, INC. AND SUBSIDIARIES
                                     CONSOLIDATED STATEMENTS OF OPERATIONS
                                   (IN THOUSANDS, EXCEPT FOR PER SHARE DATA)
                                                  (UNAUDITED)

                                                       FOR THE THREE MONTHS        
                                                          ENDED JUNE 30,           
                                                     -----------------------      -
                                                        2002        2001           
                                                     ----------  -----------      -
                                                                                   
Sales                                                 $77,673      $132,445        

Costs and expenses:
   Network and line costs                              37,652        63,513        
   General and administrative expenses                 13,647        23,266        
   Provision for doubtful accounts                      2,801        35,852        
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   Sales and marketing expenses                         6,913        25,004        
   Depreciation and amortization                        4,429         9,698        
                                                     ----------  -----------      -
      Total costs and expenses                         65,442       157,333        
                                                     ----------  -----------      -

Operating income (loss)                                12,231      (24,888)        
Other Income (expense):
   Interest income                                         94           308        
   Interest expense                                    (2,899)       (1,542)       
   Other, net                                              (9)          272        
                                                     ----------  -----------      -
Income (loss) before provision for income taxes         9,417       (25,850)       
Provision for income taxes                                 --            --        
                                                     ----------  -----------      -
Income (loss) before cumulative effect of an
   accounting change                                    9,417       (25,850)       
Cumulative effect of an accounting change                  --       (36,837)       
                                                     ----------  -----------      -
Net income (loss)                                      $9,417      $(62,687)       
                                                     ==========  ===========      =

Income (loss) per share - Basic:
   Income (loss) before cumulative effect of an
      accounting change per share                       $0.12        $(0.33)       
   Cumulative effect of an accounting change
      per share                                            --         (0.47)       
                                                     ----------  -----------      -
   Net income (loss) per share                          $0.12        $(0.80)       
                                                     ==========  ===========      =

Weighted average common shares outstanding             81,667        78,374        
                                                     ==========  ===========      =

Income (loss) per share - Diluted:
   Income (loss) before cumulative effect of an
      accounting change per share                       $0.11        $(0.33)       
   Cumulative effect of an accounting change
      per share                                            --         (0.47)       
                                                     ----------  -----------      -
   Net income (loss) per share                          $0.11        $(0.80)       
                                                     ==========  ===========      =

   Weighted average common and common equivalent
      shares outstanding                               86,817        78,374        
                                                     ==========  ===========      =

                     See  accompanying  notes  to  consolidated  financial  stateme

                                        3

                      TALK  AMERICA  HOLDINGS,  INC.  AND  SUBSIDIARIES
                                CONSOLIDATED  BALANCE  SHEETS
                 (IN  THOUSANDS,  EXCEPT  FOR  SHARE  AND  PER  SHARE  DATA)

                                                                            JUNE 30
                                                                              2002 
                                                                         ----------
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                                                                          (UNAUDITE
                                                                                   
ASSETS
Current assets:
   Cash and cash equivalents                                               $ 30,702
   Accounts receivable, trade (net of allowance for uncollectible
     accounts of $17,053 and $46,404 at June 30, 2002 and
     December 31, 2001, respectively)                                        22,980
   Prepaid expenses and other current assets                                  2,142
                                                                         ----------
       Total current assets                                                  55,824

Property and equipment, net                                                  70,789
Goodwill                                                                     19,503
Intangibles, net                                                              8,800
Other assets                                                                  8,976
                                                                         ----------
                                                                          $ 163,892
                                                                         ==========

LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIT)
Current liabilities:
   Accounts payable                                                        $ 30,886
   Sales, use and excise taxes                                                9,043
   Deferred revenue                                                           7,735
   Current portion of long-term debt                                          8,954
   4.5% Convertible subordinated notes due 2002                               3,910
   Other current liabilities                                                 11,377
                                                                         ----------
      Total current liabilities                                              71,905
                                                                         ----------

Long-term debt:
   Senior credit facility                                                    10,000
   8% Convertible notes due 2011 (includes future accrued interest of
      $29,496 and $30,982 at June 30, 2002 and December 31, 2001,
      respectively)                                                          63,102
   12% Senior subordinated notes due 2007                                    70,653
   8% Convertible senior subordinated notes due 2007 (includes future
     accrued interest of $1,346 at June 30, 2002)                             4,168
   4.5% Convertible subordinated notes due 2002                                  --
   5% Convertible subordinated notes due 2004                                   670
   Other long-term debt                                                          58
                                                                         ----------
       Total long-term debt                                                 148,651
                                                                         ----------

Commitments and contingencies

Stockholders' equity (deficit):
   Preferred stock - $.01 par value, 5,000,000 shares authorized;
     no shares outstanding                                                       --
   Common stock - $.01 par value, 300,000,000 shares authorized;
     81,688,489 and 81,452,721 shares issued and outstanding at
     June 30, 2002 and December 31, 2001, respectively                          817
   Additional paid-in capital                                               350,835
   Accumulated deficit                                                     (408,316
                                                                         ----------
       Total stockholders' equity (deficit)                                 (56,664
                                                                         ----------
                                                                          $ 163,892
                                                                         ==========



10KWizard - SEC filings Page 5 of 32

.../filing.php?repo=tenk&ipage=1825664&doc=1&total=64&TK=TALK&CK=948545&FG= 10/3/2002

                   See accompanying notes to consolidated financial statements.
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                         TALK AMERICA HOLDINGS, INC. AND SUBSIDIARIES
                             CONSOLIDATED STATEMENTS OF CASH FLOWS
                                       (IN THOUSANDS)
                                         (UNAUDITED)

                                                                         SIX MONTHS
                                                                              JUNE 
                                                                      -------------
                                                                         2002      
                                                                     ----------  --
                                                                               
Cash flows from operating activities:
   Net income (loss)                                                  $ 17,547    $
   Reconciliation of net income (loss) to net cash provided
     by (used in) operating activities:
     Provision for doubtful accounts                                     6,808     
     Depreciation and amortization                                       8,872     
     Cumulative effect of an accounting change for contingent
       redemptions                                                          --     
     Loss on sale and retirement of assets                                 205     
     Other non-cash charges                                                128     
     Changes in assets and liabilities:
        Accounts receivable, trade                                      (3,141)    
        Prepaid expenses and other current assets                          (58)    
        Other assets                                                       518     
        Accounts payable                                               (12,212)    
        Deferred revenue                                                (2,458)    
        Sales, use and excise taxes                                        704     
        Other liabilities                                                  188     
                                                                     ----------  --
           Net cash provided by (used in) operating activities          17,101     
                                                                     ----------  --

Cash flows from investing activities:
   Capital expenditures                                                 (2,103)    
   Capitalized software development costs                               (1,120)    
   Acquisition of intangibles                                              (50)    
                                                                     ----------  --
          Net cash used in investing activities                         (3,273)    
                                                                     ----------  --

Cash flows from financing activities:
   Payments of borrowings                                               (2,685)    
   Acquisition of convertible debt                                      (1,697)    
   Payments of capital lease obligations                                  (861)    
   Exercise of stock options                                                17     
                                                                     ----------  --
          Net cash used in financing activities                         (5,226)    
                                                                     ----------  --

Net increase (decrease) in cash and cash equivalents                     8,602     
Cash and cash equivalents, beginning of period                          22,100     
                                                                     ----------  --
Cash and cash equivalents, end of period                              $ 30,702    $
                                                                     ==========  ==
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               See  accompanying  notes  to  consolidated  financial  statements.

                                        5

                  TALK AMERICA HOLDINGS, INC. AND SUBSIDIARIES
                   NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
                                  (UNAUDITED)

NOTE  1.  ACCOUNTING  POLICIES

(A)  BASIC  PRESENTATION

     The  consolidated financial statements include the accounts of Talk America
Holdings,  Inc.  and  its wholly owned subsidiaries, primarily Talk America Inc.
(collectively,  the  "Company"),  and  have been prepared as if the entities had
operated  as  a  single  consolidated  group  since  their  respective  dates of
incorporation.  All intercompany balances and transactions have been eliminated.

     The  consolidated financial statements and related notes thereto as of June
30,  2002 and for the three and six months ended June 30, 2002 and June 30, 2001
are  presented  as  unaudited  but  in  the  opinion  of  management include all
adjustments  necessary  to present fairly the information set forth therein. The
consolidated  balance  sheet  information for December 31, 2001 was derived from
the audited financial statements included in the Company's Form 10-K, as amended
by  its  Form  10-K/A  filed  April 12, 2002. These interim financial statements
should  be read in conjunction with the Company's Annual Report on Form 10-K for
the  year ended December 31, 2001, as amended by its Form 10-K/A filed April 12,
2002.  The interim results are not necessarily indicative of the results for any
future  periods. Certain prior year amounts have been reclassified to conform to
the  current  year's  presentation.

(B)  RISKS  AND  UNCERTAINTIES

     Future  results  of operations involve a number of risks and uncertainties.
Factors  that  could  affect  future  operating results and cash flows and cause
actual  results  to vary materially from historical results include, but are not
limited  to:

     -    The Company's business strategy with respect to bundled local and long
          distance  services  may  not  succeed
     -    Failure  to  manage, or difficulties in managing, the Company's growth
          and  operations including attracting and retaining qualified personnel
          and  opening  up new territories for its services with favorable gross
          margins
     -    Dependence  on  the  availability and functionality of incumbent local
          telephone companies' networks, as they relate to the unbundled network
          element  platform  or  the  resale  of  such  services
     -    Increased  price  competition  in  local  and  long  distance services
     -    Failure  or  interruption  in  the  Company's  network and information
          systems
     -    Changes  in  government  policy,  regulation  and  enforcement
     -    Failure of the marketing of the bundle of the Company's local and long
          distance  services  under  its direct marketing channels and under its
          agreements  with  its  various  marketing  partners  and  failure  to
          successfully  add  new  marketing  partners
     -    Failure  of  the  Company's  collection  management  system and credit
          control  efforts  for  customers
     -    Inability  to  adapt  to  technological  change
     -    Competition  in  the  telecommunications  industry
     -    Inability  to  manage  customer  attrition  or  turnover  and bad debt
          expense  and  lower  customer  acquisition  costs
     -    Adverse change in the Company's relationship with third party carriers
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     -    Failure  or  bankruptcy of other telecommunications companies whom the
          Company  relies  upon  for  services  and  revenues
     -    Ability to realize the benefit of any net operating loss carryforwards
          on  future  taxable  income  generated  by  the  Company

     Negative  developments  in  these areas could have a material effect on the
Company's  business,  financial  condition  and  results  of  operations.

(C)  NEW  ACCOUNTING  PRONOUNCEMENTS

     Effective  January  1,  2002,  the  Company  adopted Statement of Financial
Accounting  Standards  No.  142,  "Goodwill  and Other Intangible Assets," which
establishes  the  impairment  approach  rather  than  amortization for goodwill.

                                        6

Effective  January  1,  2002,  the  Company  was  no  longer  required to record
amortization  expense  on  goodwill,  but  instead is required to evaluate these
assets  for  potential impairment at least annually and will test for impairment
between  annual  tests  if  an  event  occurs or circumstances change that would
indicate the carrying amount may be impaired. An impairment loss would generally
be  recognized  when  the  carrying  amount  of  the reporting units' net assets
exceeds  the  estimated  fair  value  of  the  reporting  unit.

     In order to complete the transitional assessment of goodwill as required by
SFAS  No.  142, the Company was required to determine by June 30, 2002, the fair
value  of  the reporting unit associated with the goodwill and compare it to the
reporting  unit's carrying amount, including goodwill. To the extent a reporting
unit's carrying amount exceeded its fair value, an indication would have existed
that  the  reporting unit's goodwill assets may be impaired and the Company must
perform the second step of the transitional impairment test. In the second step,
the  Company  must  compare  the  implied  fair  value  of  the reporting unit's
goodwill, determined by allocating the reporting unit's fair value to all of its
assets  and  liabilities  in  a manner similar to a purchase price allocation in
accordance  with SFAS  No. 141, "Business Combinations," to its carrying amount,
both  of which would be measured as of the date of adoption. This second step is
required to be completed as soon as possible, but no later than the end of 2002.
Any  transitional  impairment charge will be recognized as the cumulative effect
of  a  change in accounting principle in the Company's consolidated statement of
operations.  The  Company  completed the transitional assessment of goodwill and
determined  that  the  fair  value  of  the  reporting unit exceeds its carrying
amount,  thus  goodwill is not considered impaired.  Since the fair value of the
reporting  unit  exceeded the carrying amount under the transitional assessment,
the  Company  does  not  need  to  perform  the  second step of the transitional
impairment test. The Company determined that it has one reporting unit under the
guidance  of  SFAS  No.  142.  The  fair  value was determined primarily using a
discounted  cash  flow  approach and quoted market price of the Company's stock.
The  amount  of  goodwill reflected in the balance sheet as of June 30, 2002 was
$19.5  million.  The  required impairment tests of goodwill may result in future
period  write-downs.

     The following unaudited pro forma summary presents the adoption of SFAS No.
142  as  of the beginning of the periods presented to eliminate the amortization
expense  recognized  in  those  periods  related  to goodwill that are no longer
required  to  be  amortized.  The pro forma amounts for the three and six months
ended  June 30, 2001 do not include any write downs of goodwill which could have
resulted had the Company adopted SFAS No. 142 as of the beginning of the periods
presented  and  performed  the  required  impairment  test  under this standard.
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                                         FOR THE THREE MONTHS        FOR THE SIX MO
                                            ENDED JUNE 30,             ENDED JUNE 3
                                         --------------------        --------------
                                           2002        2001           2002      200
                                         --------    --------        -------   ----
                                                                      
Net income (loss) as reported             $9,417     $(62,687)       $17,547   $(72
Goodwill amortization                         --        5,047             --     10
                                         --------    --------        -------   ----
Adjusted net income (loss)                $9,417     $(57,640)       $17,547   $(62
                                         ========    ========        =======   ====

Basic income (loss) per share:
   Net income (loss) as reported 
     per share                             $0.12       $(0.80)         $0.22     $(
   Goodwill amortization per share            --         0.06             --       
                                         --------    --------        -------   ----
   Adjusted net income (loss) per share    $0.12       $(0.74)         $0.22     $(
                                         ========    ========        =======   ====

Diluted income (loss) per share:
   Net income (loss) as reported per
     share                                 $0.11       $(0.80)         $0.21     $(
   Goodwill amortization per share            --         0.06             --       
                                         --------    --------        -------   ----
   Adjusted net income (loss) per share    $0.11       $(0.74)         $0.21     $(
                                         ========    ========        =======   ====

      Intangible  assets consisted primarily of purchased customer accounts with
a  definite  life and are being amortized on a straight-line basis over 5 years.
The  Company  incurred amortization expense on intangible assets with a definite
life  of  $0.7  million and $1.4 million for the three and six months ended June
30,  2002, and  $1.5 million and $2.2 million for the three and six months ended
June  30, 2001.  The Company's balance of intangible assets with a definite life
was  $8.8  million  at  June  30,  2002, net of accumulated amortization of $4.8
million.  Amortization expense on intangible assets with a definite life for the
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next  5  years  as  of  June 30, is as follows: 2003 - $2.8 million, 2004 - $2.8
million,  2005  -  $2.8  million,  2006  - $0.3 million and 2007 - $0.1 million.

     In  August  2001, the Financial Accounting Standards Board issued Statement
of  Financial  Accounting  Standards  No.  143,  "Accounting  for  Obligations
Associated  with  the  Retirement  of  Long-Lived  Assets." SFAS 143 establishes
accounting  standards for the recognition and measurement of an asset retirement
obligation and its associated asset retirement cost. It also provides accounting
guidance  for  legal  obligations  associated  with  the  retirement of tangible
long-lived  assets.  SFAS  143 is effective in fiscal years beginning after June
15, 2002, with early adoption permitted. The Company expects that the provisions
of  SFAS  143  will  not  have  a material effect on its consolidated results of
operations  or  financial  position  upon  adoption.

     Effective  January  1,  2002,  the  Company  adopted Statement of Financial
Accounting  Standards  No.  144,  "Accounting  for the Impairment or Disposal of
Long-Lived  Assets."  SFAS  144  establishes  a  single accounting model for the
impairment  or disposal of long-lived assets, including discontinued operations.
SFAS  144  superseded  Statement  of  Financial  Accounting  Standards  No. 121,
"Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to
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Be  Disposed Of," and APB Opinion No. 30, "Reporting the Results of Operations -
Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary,
Unusual  and  Infrequently  Occurring Events and Transactions." Adoption of SFAS
144  has  had  no  impact on the Company's consolidated results of operations or
financial  position.

     Effective  January  1,  2002, the Company also adopted Emerging Issues Task
Force  (EITF)  01-09,  "Accounting  for  Consideration  Given  by  a Vendor to a
Customer  or  a  Reseller  of  the  Vendor's Products." This issue presumes that
consideration  from  a vendor to a customer or reseller of the vendor's products
is  a  reduction  of the selling prices of the vendor's products and, therefore,
should  be  characterized  as  a  reduction  of  revenue  when recognized in the
vendor's  statement  of  operations  and  could  lead  to negative revenue under
certain  circumstances.  Revenue  reduction is required unless the consideration
relates  to a separate, identifiable benefit and the benefit's fair value can be
established.  The  adoption  of  this  issue  resulted  in a reclassification of
approximately $1.3 million and $7.3 million from sales and marketing expenses to
a  reduction  of  net  sales  for  the  three and six months ended June 30, 2001
attributed  to  direct marketing promotion check campaigns. The adoption of EITF
01-09  did  not  have  a material effect on the Company's consolidated financial
statements  for the three and six months ended June 30, 2002, as the Company did
not  have  any  direct marketing promotion check campaigns during these periods.

     In  July 2002, the Financial Accounting Standards Board issued Statement of
Financial  Accounting  Standards No. 146,  "Accounting for Costs Associated with
Exit  or  Disposal  Activities."  SFAS  146 requires that a liability for a cost
that  is  associated  with  an  exit or disposal activity be recognized when the
liability  is  incurred.  SFAS  146  also  establishes  that  fair  value is the
objective  for  the  initial measurement of the liability. SFAS 146 is effective
for exit or disposal activities that are initiated after December 31, 2002.  The
Company  expects that the provisions of SFAS 146 will not have a material effect
on  its  consolidated results of operations or financial position upon adoption.

NOTE  2.  CONVERTIBLE  SUBORDINATED  NOTES  AND  EXCHANGE  OFFERS

     Effective  April  4,  2002,  the  Company  completed  the exchange of $57.9
million  of  the  $61.8  million  outstanding  principal  balance  of its 4 1/2%
Convertible  Subordinated  Notes  ("4  1/2% Notes") that mature on September 15,
2002 into $53.2 million of new 12% Senior Subordinated PIK Notes due August 2007
("12%  Notes")  and $2.8 million of new 8% Convertible Senior Subordinated Notes
due  August  2007  ("8%  Notes") and cash paid of $0.5 million. In addition, the
Company  exchanged  $17.4  million  of  the  $18.1 million outstanding principal
balance  of  its  5%  Convertible Subordinated Notes ("5% Notes") that mature on
December  15,  2004  into  $17.4  million  of  the  new  12%  Notes.

     The  new  12%  Notes  accrue  interest  at  a  rate  of 12% per year on the
principal  amount,  payable  two times a year on each February 15 and August 15,
beginning  on  August  15,  2002.  Interest  is payable in cash, except that the
Company  may,  at  its  option,  pay  up to one-third of the interest due on any
interest payment date through and including the August 15, 2004 interest payment
date in additional 12% Notes (see Note 5 regarding the Company's agreement under
its  Credit  Facility  Agreement  to  pay interest in kind to the maximum extent
possible).  The  new  8%  Notes  accrue interest at a rate of 8% per year on the
principal  amount,  payable  two times a year on each February 15 and August 15,
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beginning  on  August 15, 2002 and are convertible, at the option of the holder,
into common stock at $5.00 per share. The 12% and 8% Notes are redeemable at any
time  at  the  option  of  the Company at par value plus accrued interest to the
redemption  date,  although  the  Company's  Credit  Facility  Agreement and AOL
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Restructuring  Agreement restrict the Company's ability to redeem the 12% and 8%
Notes  (see  Notes  3  and  5). In addition, the Company is not required to make
mandatory  redemption  payments  to  repurchase  the  new notes in the case of a
change  of  control  of  the  Company.

     As  part of the restructuring, the Company amended the indentures governing
the  4  1/2%  and  5%  Notes  that  were  not  exchanged to remove the Company's
obligation  to  repurchase  the  notes  on  the  termination  of  trading of the
Company's  common  stock  on  a  national  securities  exchange  or  established
automated  over-the-counter  trading  market  and  to  remove  the obligation to
repurchase  the  notes on the occurrence of certain designated events, such as a
change  of  control  of  the  Company.

     In  accordance  with  SFAS No. 15, "Accounting by Debtors and Creditors for
Troubled  Debt  Restructurings,"  the  exchange  of  the 4 1/2% Notes into $53.2
million  of the 12% Notes and $2.8 million of the 8% Notes is accounted for as a
troubled  debt  restructuring. Since the total liability of $57.4 million ($57.9
million  of  principal  as  of  the  exchange  date,  less cash payments of $0.5
million) is less than the future cash flows to holders of 8% Notes and 12% Notes
of  $91.5 million (representing the $56.0 million of principal and $35.5 million
of  future  interest  expense),  the  liability remained on the balance sheet at
$57.4  million  as  long-term  debt.  The  difference  of  $1.4  million between
principal  and the carrying amount will be recognized as a reduction of interest
expense  over  the  life  of  the  new  notes.

NOTE  3.  AOL  AGREEMENTS

     On  September  19, 2001, the Company restructured its financial obligations
with  America  Online,  Inc.  ("AOL")  that arose under the Investment Agreement
entered  into  on January 5, 1999 and also ended its marketing relationship with
AOL  effective  September  30,  2001  (collectively the "AOL Restructuring"). In
connection  with  the  AOL  Restructuring,  the  Company  and AOL entered into a
Restructuring  and  Note Agreement ("Restructuring Agreement") pursuant to which
the  Company  issued  to  AOL  $54.0  million principal amount of its 8% secured
convertible  notes  due  September 2011 ("2011 Convertible Notes") and 3,078,628
additional  shares  of  the  Company's  common  stock.

     Pursuant  to  the  Restructuring  Agreement,  in  exchange  for  and  in
cancellation  of  the  Company's  warrants  to  purchase 2,721,984 shares of the
common  stock  and  the  Company's  related  obligations  under  the  Investment
Agreement to repurchase such warrants from AOL, the Company issued the 3,078,628
additional  shares  of its common stock to AOL, after which AOL holds a total of
7,200,000  shares  of  common  stock.  The  Company  agreed  to  provide certain
registration  rights to AOL in connection with the shares of common stock issued
to  it  by  the  Company.

     The  Restructuring  Agreement  provided  that the Investment Agreement, the
Security  Agreement  securing  the  Company's  obligations  under the Investment
Agreement  and  the  existing  Registration  Rights  Agreement  with  AOL  were
terminated  in  their  entirety  and  the parties were released from any further
obligation  under  these agreements. In addition, AOL, as the holder of the 2011
Convertible  Note, entered into an intercreditor agreement with the lender under
the  Company's  existing  secured  credit  facility (see Note 5).  

     The  2011  Convertible  Notes  were issued in exchange for a release of the
Company's reimbursement obligations under the Investment Agreement. AOL, in lieu
of any other payment for the early discontinuance of the marketing relationship,
paid  the  Company  $20.0 million by surrender and cancellation of $20.0 million
principal  amount  of  the  2011  Convertible  Notes  delivered  to AOL, thereby
reducing the outstanding principal amount of the 2011 Convertible Notes to $34.0
million. The 2011 Convertible Notes are convertible into shares of the Company's
common  stock  at the rate of $5.00 per share, may be redeemed by the Company at
any  time  without premium and are subject to mandatory redemption at the option
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of the holder on September 15, 2006 and September 15, 2008. The 2011 Convertible
Notes  accrue  interest  at  the  rate  of  8% per year on the principal amount,
payable  two  times a year on January 1 and July 1; interest is payable in cash,
except  that  the  Company  may  elect to pay up to 50% (100% in the case of the
first  interest  payment) of the interest due on any payment date in kind rather
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than  in  cash  (see  Note  5 regarding the Company's agreement under its Credit
Facility  Agreement to pay interest in kind to the maximum extent possible). The
2011  Convertible  Notes  are  guaranteed  by  the Company's principal operating
subsidiaries  and are secured by a pledge of the Company's and the subsidiaries'
assets.

     In  addition  to  the  restructuring of the financial obligations discussed
above,  the  Company  and  AOL agreed, in a further amendment to their marketing
agreement,  dated  as  of  September  19,  2001, to discontinue, effective as of
September  30, 2001, their marketing relationship under the marketing agreement.
In  connection with this discontinuance, the Company paid AOL $6.0 million under
the marketing agreement, payable in two installments - $2.5 million on September
20,  2001 and the remaining $3.5 million on October 4, 2001. AOL, in lieu of any
other  payment  for the early discontinuance of the marketing relationship, paid
the  Company  $20 million by surrender and cancellation of $20 million principal
amount  of  the  2011  Convertible  Notes  delivered  to AOL as discussed above,
thereby  reducing the outstanding principal amount of the 2011 Convertible Notes
to  $34  million.  The amendment also provided for the payment by the Company of
certain  expenses related to marketing services until the discontinuance and for
the  continued  servicing  and  transition  of  telecommunications  customer
relationships  after  the  discontinuance  of  marketing.

     In  accordance  with  SFAS No. 15, "Accounting by Debtors and Creditors for
Troubled  Debt  Restructurings," the AOL Restructuring transaction was accounted
for  as  a troubled debt restructuring. The Company combined all liabilities due
AOL  at  the  time  of  the  Restructuring  Agreement,  including the contingent
redemption  feature  of  the  warrants  with  a  value  of $34.2 million and the
contingent redemption feature of the common stock with a value of $54.0 million.
The  total  liability  of  $88.2  million  was  reduced by the fair value of the
3,078,628  incremental  shares  provided to AOL of $1.4 million and cash paid in
connection with the AOL Restructuring of $3.5 million. Since the remaining value
of  $83.3 million was greater than the future cash flows to AOL of $66.4 million
(representing  the $34.0 million of convertible debt and $32.4 million of future
interest  expense),  the  liability  was written down to the value of the future
cash flows due to AOL and an extraordinary gain of $16.9 million was recorded in
the third quarter of 2001. As a result of this accounting treatment, the Company
will  record  no  interest  expense  associated  with these convertible notes in
future  periods  in  the  Company's  statement  of  operations.

     On  February  21,  2002,  by  letter agreement, AOL agreed to waive certain
rights  that  it  had  under  the  Restructuring  Agreement  with respect to the
Company's  restructuring  of  its existing 4 1/2% and 5% Notes. As conditions to
the waiver of such rights with respect to the restructuring of its 4 1/2% and 5%
Notes,  the Company agreed to (i) provide that the new notes to be exchanged for
the  existing  4 1/2% and 5% Notes have a maturity date after September 19, 2006
and, if convertible, have a conversion price of not less than $5.00, (ii) make a
prepayment on the 2011 Convertible Notes equal to forty percent of the amount of
cash  (excluding  accrued  interest  paid on existing notes which are exchanged)
that  the  Company  pays  to  the  holders of the existing notes in the exchange
offers, and (iii) limit the aggregate amount of cash that the Company pays under
the  exchange  offers  and  to  AOL under the letter agreement to $10.0 million.
Under the letter agreement, the Company also paid AOL approximately $1.2 million
as  a  prepayment  on  the  2011 Convertible Note, approximately $0.7 million of



10KWizard - SEC filings Page 12 of 32

.../filing.php?repo=tenk&ipage=1825664&doc=1&total=64&TK=TALK&CK=948545&FG= 10/3/2002

which  was  credited  against  amounts  the  Company  owed  AOL under the letter
agreement  for  cash payments in the exchange offers. After giving effect to the
prepayment,  and taking into account the interest that had been paid on the 2011
Convertible  Notes in additional principal amount of the 2011 Convertible Notes,
there  was  outstanding  as  of  June  30,  2002,  an aggregate of $33.6 million
principal  amount  of the 2011 Convertible Notes and the Company did not owe AOL
any  additional  payments related to the exchange offers. In addition, by letter
agreement  dated  April 22, 2002, AOL agreed to waive certain rights that it had
under the Restructuring Agreement with respect to the purchase prior to maturity
of  the  balance  of  the  $3.9  million  of  the  outstanding  4  1/2%  Notes.

     On  January  5,  1999,  the  Company  and  AOL  entered  into an Investment
Agreement.  Under  the  terms of the Investment Agreement, the Company agreed to
reimburse  AOL  for  losses  AOL  may incur on the sale of certain shares of the
Company's  common  stock.  In  addition,  AOL  also had the right to require the
Company  to  repurchase  warrants  held  by  AOL. Upon the occurrence of certain
events,  including material defaults by the Company under its AOL agreements and
a  "change  of  control" of the Company, the Company could have been required to
repurchase  for  cash  all  of the shares held by AOL for $78.3 million ($19 per
share),  and  the  warrants  for  $36.3  million.
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     The  Company had originally recorded the contingent redemption value of the
common  stock  and  warrants  at  $78.3  and $36.3 million, respectively, with a
corresponding  reduction  in  additional paid-in capital. In connection with the
implementation  of  EITF  00-19, the contingent redemption feature of the common
stock  and  warrants  were recorded as a liability at their fair values of $53.5
and  $32.3  million, respectively, as of June 30, 2001. The increase in the fair
value  of  these  contingent  redemption instruments from issuance on January 5,
1999  to  June  30,  2001 was $36.8 million, which was presented as a cumulative
effect  of  a change in accounting principle in the statement of operations. For
the quarter ended September 30, 2001, the Company recorded an unrealized loss of
$2.4  million  on  the  increase  in the fair value of the contingent redemption
instruments, which has been reflected in other (income) expense on the statement
of  operations. As discussed above, these contingent redemption instruments were
satisfied through the Restructuring Agreement entered into with AOL on September
19,  2001.

NOTE  4.  LEGAL  PROCEEDINGS:

     On November 12, 2001, the Company received an award of arbitrators awarding
Traffix,  Inc.  approximately  $6.2  million  in  an  arbitration concerning the
termination  of a marketing agreement between the Company and Traffix, which the
parties agreed would be paid in two installments - $3.7 million paid in November
2001  and  the  remaining  $2.5  million  paid  on April 1, 2002.  The Company's
obligations  to  Traffix  have  been  satisfied.

     The  Company  also  is a party to a number of legal actions and proceedings
arising  from  the  Company's  provision  and  marketing  of  telecommunications
services,  as  well  as  certain legal actions and regulatory investigations and
enforcement  proceedings arising in the ordinary course of business. The Company
believes  that  the ultimate outcome of the foregoing actions will not result in
liability  that  would have a material adverse effect on the Company's financial
condition  or  results  of  operations. However, it is possible that, because of
fluctuations  in  the  Company's  cash position, the timing of developments with
respect  to  such  matters that require cash payments by the Company, while such
payments  are  not expected to be material to the Company's financial condition,
could  impair  the  Company's  ability  in  future  interim or annual periods to
continue  to  implement  its  business  plan,  which could affect its results of
operations  in  future  interim  or  annual  periods.
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NOTE  5.  SENIOR  CREDIT  FACILITY

     The  Company's  principal  operating  subsidiaries  have  a Credit Facility
Agreement  with MCG Finance Corporation ("MCG"), providing for a term loan of up
to  $20.0  million  maturing  on  June  30,  2005  and a line of credit facility
permitting  such  subsidiaries  to  borrow  up  to  an  additional $30.0 million
available through June 30, 2003. The availability of the line of credit facility
is  subject, among other things, to the successful syndication of that facility.
The  Company  does  not  anticipate  having  any availability under this line of
credit  facility.  Loans  under the Credit Facility Agreement bear interest at a
rate  equal  to either (a) the Prime Rate, or (b) LIBOR, plus, in each case, the
applicable  margin.  The  applicable  margin  is  7.0%  for  borrowings accruing
interest  at  LIBOR and 6.0% for borrowings accruing interest at the Prime Rate.

     The  Credit Facility Agreement subjects the Company and its subsidiaries to
certain  restrictions  and  covenants related to, among other things, liquidity,
per-subscriber-type  revenue, subscriber acquisition costs and interest coverage
ratio  requirements.  The  principal  of  the  term  loan  is  paid in quarterly
installments  of  $1.25  million on the last calendar day of each fiscal quarter
commencing  on  September  30,  2001,  and is fully repaid by June 30, 2005. The
loans  under the Credit Facility Agreement are secured by a pledge of all of the
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assets of the subsidiaries of the Company that are parties to that agreement. In
addition, the Company has guaranteed the obligations of those subsidiaries under
the  Credit  Facility  Agreement  and related documents. The Company's guarantee
subjects  the  Company  to  certain  restrictions  and  covenants,  including  a
prohibition  against the payment of dividends in respect of the Company's equity
securities,  except  under certain limited circumstances. In connection with the
AOL  Restructuring,  MCG  entered  into an Intercreditor Agreement with AOL (see
Note  3). At June 30, 2002, $15.0 million principal balance remained outstanding
under  the term loan facility and no amounts were outstanding or available under
the  line  of  credit  facility.

     The  Credit  Facility Agreement contains mandatory prepayment provisions if
the  Company  uses  a  total  of  $10.0 million or more of cash to repurchase or
otherwise  prepay its other debt obligations, including the 4 1/2% and 5% Notes,
the  2011  Convertible  Notes  and  the  new  8%  and 12% Notes, and effectively
requires  the Company to elect to pay in kind, rather than cash, interest on its
2011  Convertible  Notes  and  its  new  12%  Notes  to the fullest extent it is
permitted to do so under such notes. In connection with amendments to the Credit
Facility Agreement in February 2002, the Company issued 200,000 shares of common
stock  to  MCG with a value of $84,000 upon issuance and agreed to register such
shares  in  the  future.

NOTE  6.  IMPAIRMENT  AND  RESTRUCTURING  CHARGES

     In  the third quarter of 2001, the Company recorded an impairment charge of
$168.7  million  primarily related to the write-down of goodwill associated with
the  acquisition  of Access One Communications Corp., ("Access One"), a private,
local  telecommunications  service  provider  to nine states in the southeastern
United  States. The goodwill was created by purchase accounting treatment of the
Access  One  merger transaction that closed in August 2000. SFAS 121 "Accounting
for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed
of," required the evaluation of impairment of long-lived assets and identifiable
intangibles  whenever  events  or  changes  in  circumstances  indicate that the
carrying  amount  of an asset may not be recoverable. Management determined that
goodwill should be evaluated for impairment in accordance with the provisions of
SFAS  121 due to the increased bad debt rate and increased customer turnover, as
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well  as  the AOL Restructuring that occurred in the quarter ended September 30,
2001. The Company addressed these operational issues by improving credit quality
through  credit  scoring  the  existing  and  future customer base, slowing down
growth  of  new  expected  customers  through  decreased marketing, and lowering
product  pricing. These and other actions taken by the Company resulted in lower
current  and  future  projected  growth  of bundled revenues and cash flows than
those  originally projected at the time of the Access One merger. The write-down
of  goodwill was based on an analysis of projected discounted cash flows using a
discount  rate  of  18%,  which  results  determined  that the fair value of the
goodwill  was  substantially  less  than  the  carrying  value.

     In  September  2001,  the  Company approved a plan to close its call center
operation  in Sunrise, Florida. The Company recorded a charge of $2.5 million in
the quarter ended September 30, 2001 to reflect the elimination of approximately
225  positions  amounting to $1.0 million and lease exit costs amounting to $1.5
million  in connection with the call center closure. The employees identified in
the  plan were notified in September 2001 and terminated in October 2001. Actual
restructuring  costs  were  $1.9  million, comprised of $1.2 million of employee
severance  costs  and  $0.7  million  of lease termination and other call center
closure costs.  Accordingly, a $0.6 million credit was recorded in the statement
of  operations  for  the  fourth  quarter of 2001 for the difference between the
original  restructuring  charge of $2.5 million and the actual costs incurred of
$1.9  million.
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NOTE  7.  PER  SHARE  DATA:

     Basic earnings per common share is calculated by dividing net income by the
average  number  of  common shares outstanding during the year. Diluted earnings
per  common  share  is  calculated  by  adjusting  outstanding  shares, assuming
conversion  of  all potentially dilutive stock options, warrants and convertible
bonds.  Earnings  per  share  are  computed  as  follows  (in  thousands):

                                                 FOR THE THREE MONTHS        FOR TH
                                                    ENDED JUNE 30,             ENDE
                                                 --------------------        ------
                                                   2002        2001           2002 
                                                 --------    --------      --------
                                                                              
Income (loss) before cumulative effect
   of an accounting change                        $9,417    $(25,850)       $17,547
Cumulative effect of an accounting change             --     (36,837)            --
                                                 --------    --------      --------
Net income (loss)                                 $9,417    $(62,687)       $17,547
                                                 ========    ========      ========

Average shares of common stock outstanding
  used to compute basic earnings per share        81,667      78,374         81,611
Additional common shares to be issued assuming
   exercise of stock options and warrants,
   net of shares assumed reacquired and
   conversion of convertible bonds *               5,150          --          2,249
                                                 --------    --------      --------
Average shares of common and common
   equivalent stock outstanding used to
   compute diluted earnings per share             86,817       78,374        83,860
                                                 ========    ========      ========
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Income (loss) per share - Basic:
   Income (loss) before cumulative effect
      of an accounting change per share            $0.12       $(0.33)        $0.22
   Cumulative effect of an accounting
      change per share                                --        (0.47)           --
                                                 --------    --------      --------
   Net income (loss) per share                     $0.12       $(0.80)        $0.22
                                                 ========    ========      ========

   Weighted average common shares outstanding     81,667       78,374        81,611
                                                 ========    ========      ========

Income (loss) per share - Diluted:
   Income (loss) before cumulative effect
       of an accounting change per share           $0.11       $(0.33)        $0.21
   Cumulative effect of an accounting change
       per share                                      --        (0.47)           --
                                                 --------    --------      --------
   Net income (loss) per share                     $0.11       $(0.80)        $0.21
                                                 ========    ========      ========

   Weighted average common and common
      equivalent shares outstanding               86,817       78,374        83,860
                                                 ========    ========      ========

*  The  diluted  share  basis  for  the three and six months ended June 30, 2001
excludes  convertible  notes,  options  and  warrants  due to their antidilutive
effect  as  a  result  of the Company's net loss from continuing operations. The
diluted  share  basis  for the three and six months ended June 30, 2002 excludes
convertible  notes  that are convertible into 7.5 million shares of common stock
due  to  their  antidilutive  effect.
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ITEM  2.    MANAGEMENT'S  DISCUSSION  AND  ANALYSIS  OF  FINANCIAL CONDITION AND
RESULTS  OF  OPERATIONS:

SAFE  HARBOR  FOR  FORWARD-LOOKING  STATEMENTS

     The  following  discussion  should  be  read  in  conjunction  with  the
Consolidated  Financial  Statements  included elsewhere in this Form 10-Q and in
the  Company's  Annual  Report on Form 10-K, as amended by its Form 10-K/A filed
April  12,  2002 and any subsequent filings. Certain of the statements contained
herein  may  be  considered  forward-looking  statements.  Such  statements  are
identified  by  the  use of forward-looking words or phrases, including, but not
limited  to,  "estimates,"  "expects,"  "expected,"  "anticipates,"  and
"anticipated."  These  forward-looking  statements  are  based  on the Company's
current  expectations.  Although  the  Company  believes  that  the expectations
reflected  in  such  forward-looking  statements are reasonable, there can be no
assurance  that  such  expectations  will  prove  to  have  been  correct.

     Forward-looking  statements  involve  risks  and  uncertainties  and  the
Company's  actual  results  could  differ  materially  from  the  Company's
expectations. In addition to those factors discussed elsewhere in this Form 10-Q
(see  particularly  Note  1(b) of the Consolidated Financial Statements) and the
Company's  other  filings with the Securities and Exchange Commission, important
factors that could cause such actual results to differ materially include, among
others,  increased  price  competition  for  long  distance  and local services,
failure  of  the marketing of the bundle of local and long distance services and
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long  distance  services under its agreements with its direct marketing channels
and  its various marketing partners, failure to manage the nonpayment of amounts
due  the  Company  from  its  customers from bundled and long distance services,
attrition  in  the  number of end-users, failure or difficulties in managing the
Company's  operations,  including  attracting and retaining qualified personnel,
failure of the Company to be able to expand its active offering of local bundled
services  in  a greater number of states, failure to provide timely and accurate
billing  information  to  customers,  failure  of  the  Company  to  manage  its
collection management systems and credit controls for customers, interruption in
the Company's network and information systems, failure of the Company to provide
adequate  customer  service,  and  changes  in government policy, regulation and
enforcement and/or adverse judicial interpretations and rulings relating to such
regulations  and  enforcement.  Except as otherwise required by law, the Company
undertakes  no  obligation  to  update  its  forward-looking  statements.

OVERVIEW

     Talk  America  Holdings,  Inc.,  through  its subsidiaries (the "Company"),
provides  local  and long distance telecommunication services to residential and
small business customers throughout the United States. The Company has developed
integrated  order  processing,  provisioning,  billing,  payment,  collection,
customer  service  and  information systems that enable the Company to offer and
deliver  high-quality,  competitively  priced  telecommunication  services  to
customers.

     The  Company's  telecommunication  services offerings primarily include the
bundled  service  offering  of local and long distance voice services, which are
billed  to customers in one combined invoice. Local phone services include local
dial  tone  and  local  calling  with  a  variety  of  features  such  as caller
identification, call waiting and three-way calling. Long distance phone services
include  traditional  1+  long  distance,  international  and calling cards. The
Company  uses  the unbundled network element platform ("UNE-P") of the incumbent
local  exchange  carriers  ("ILECs")  network  to provide local services and the
Company's  nationwide network and third party international switching to provide
long  distance  services.  The  Company  attracts  new  customers through direct
marketing  channels,  advertising,  agent  and  referral  programs and marketing
arrangements  with  business  partners.
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RESULTS  OF  OPERATIONS

     The  following table sets forth for the periods indicated certain financial
data  of  the  Company  as  a  percentage  of  sales:

                                         FOR THE THREE MONTHS          FOR THE SIX 
                                            ENDED JUNE 30,               ENDED JUNE
                                         --------------------         -------------
                                           2002       2001              2002       
                                         --------   --------          --------   --
                                                                       
Sales                                     100.0%     100.0%            100.0%     1
Costs and expenses:
   Network and line costs                  48.5       48.0              49.6       
   General and administrative expenses     17.6       17.5              17.9       
   Provision for doubtful accounts          3.6       27.1               4.3       
   Sales and marketing expenses             8.9       18.9               8.2       
   Depreciation and amortization            5.7        7.3               5.6       
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                                         --------   --------          --------   --
      Total costs and expenses             84.3      118.8              85.6      1
                                         --------   --------          --------   --
Operating income (loss)                    15.7      (18.8)             14.4      (
Other income (expense):
   Interest income                          0.1        0.2               0.1       
   Interest expense                        (3.7)      (1.1)             (2.8)      
   Other, net                                --        0.2              (0.5)      
                                         --------   --------          --------   --
Income (loss) before income taxes          12.1      (19.5)             11.2      (
Provision for income taxes                   --         --                --       
                                         --------   --------          --------   --
Income (loss) before cumulative effect
   of an accounting change                 12.1      (19.5)             11.2      (
Cumulative effect of an accounting
   change                                    --      (27.8)               --      (
                                         --------   --------          --------   --
Net income (loss)                          12.1%     (47.3)%            11.2%     (
                                         ========   ========          ========   ==

QUARTER  ENDED  JUNE  30,  2002  COMPARED  TO  QUARTER  ENDED  JUNE  30,  2001

     Sales. Sales decreased by 41.4% to $77.7 million for the quarter ended June
30,  2002  from  $132.4  million  for  the  quarter  ended  June  30,  2001.

     The  Company's  long  distance  sales  decreased  to  $38.3 million for the
quarter  ended  June  30, 2002 from $80.4 million for the quarter ended June 30,
2001  and  have  decreased 12.8% sequentially from $43.9 million for the quarter
ended  March  31, 2002.  A significant percentage of the Company's revenues were
derived  from long distance telecommunication services provided to customers who
were obtained under the AOL marketing agreement. The Company's decision to focus
on the bundled product and the discontinuation of the AOL marketing relationship
effective  September  30,  2001, together with customer turnover, contributed to
the  decline  in  long  distance  customers  and  revenues. This decline in long
distance  customers  and revenues is expected to continue so long as the Company
continues  to  focus its marketing efforts on the bundled product. Long distance
revenues for the quarter ended June 30, 2002 and June 30, 2001 included non-cash
amortization of deferred revenue of $1.9 million related to a telecommunications
service  agreement with Shared Technologies Fairchild Inc. entered into in 1997.
Deferred  revenue relating to this agreement has been amortized over a five-year
period.  The  agreement and related amortization will terminate in October 2002.
Long distance revenues are expected to decline to between $31 and $33 million in
the  third quarter of 2002 and for the full year 2002 are expected to be between
$135  and  $145  million.

     The  Company's bundled sales for the quarter ended June 30, 2002 were $39.4
million  compared  with  $52.1  million for the quarter ended June 30, 2001, but
have  increased  10.9%  sequentially from $35.5 million for the first quarter of
2002.  The  Company has approximately 244,000 bundled lines as of June 30, 2002,
of  which  approximately  100,000  of  the  lines  are  Michigan customers.  The
decrease  in  bundled  sales  in  the  second  quarter  of 2002 compared to 2001
reflects  the  Company's  decision  to  slow  growth  in bundled sales while the
Company  pursued  its plans to improve the efficiencies of the Company's bundled
business  model  and  improve  customer  collections. In addition, a significant
portion  of the bundled sales for the quarter ended June 30, 2001 were generated
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from bundled service customers acquired through marketing programs that had been
discontinued  in  2001. The increase in bundled revenues sequentially from first
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quarter  of  2002 to the second quarter of 2002 is attributed to increased sales
and  marketing expenditures, as well as reductions in customer turnover.  In the
second  quarter  of  2002,  agent  sales  slowed  due  to  implementation issues
associated  with  the  Company's  new  product  offerings.  Bundled revenues are
expected  to  increase  to  between  $42 and $44 million in the third quarter of
2002.  Bundled  revenues  for the full year 2002 are expected to be between $165
and  $175  million.  Longer-term  growth  in  revenues  will depend on continued
operating  efficiencies,  lower  customer  turnover and the Company's ability to
develop  and  scale  various  marketing  programs.

     Network  and Line Costs. Network and line costs decreased by 40.7% to $37.7
million  for  the quarter ended June 30, 2002 from $63.5 million for the quarter
ended June 30, 2001. The decrease in network and line costs was primarily due to
a  lower  number of local and long distance customers, a reduction in access and
usage  charges and a reduction in primary interexchange carrier charges. Network
and  line  costs  for the second quarter of 2002 benefited from a credit of $0.8
million  that  the  New York Public Service Commission mandated that Verizon New
York  provide the Company in connection with a refund of certain UNE-P switching
costs  totaling  an  aggregate  $1.6  million.  The  balance  of  the credit, an
additional  $0.8  million,  will  be provided to the Company in the form of bill
credits  from Verizon over the six-month period ended December 31, 2002. Network
and  line  costs  also  benefited  from  favorable  resolution  of disputes with
vendors.  The Company's policy is not to record credits from such disputes until
received.  As  a  percentage of sales, network and line costs increased to 48.5%
for  the  quarter ended June 30, 2002, as compared to 48.0% for the same quarter
last  year.

     Gross  profit,  defined  as sales less network and line costs, decreased by
41.9%  for  the  quarter ended June 30, 2002 to $40.0 million from $68.9 million
for  the same quarter last year, and, gross margin, defined as gross profit as a
percentage  of  sales,  decreased  to 51.5% as compared to 52.0% for the quarter
ended  June  30,  2001. Gross margin for the long distance product was 56.6% for
the  second  quarter of 2002 as compared to 54.5% for the same quarter last year
and  gross  margin  for  the bundled product was 46.6% for the second quarter of
2002  as compared to 48.3% for the same quarter last year. The decrease in gross
margin was due to the Company's decision to lower its pricing for both local and
long  distance service, to become more competitive with the ILECs and to provide
greater value to its customers. In addition, the growth of local bundled service
as  a  percentage  of  total revenue and product mix has also contributed to the
decrease  in  gross margin. Excluding the benefit of the Verizon New York credit
and  other  dispute  resolutions, the gross margin for the bundled product would
have  been  in  the  low  40% range. Upon termination of the Shared Technologies
Fairchild  Inc.  agreement  in  October 2002, gross margin for the long distance
product  will  decrease  approximately  2%.  The  FCC  is  currently considering
modifications  to  the  Universal  Service Fund ("USF") program that may go into
effect  as  early as the end of 2002. Any changes to the methodology used in the
calculation  of  the  collection  and payment of USF charges may have an adverse
impact  on the Company's gross margin. The increase in the long distance product
gross  margin was  primarily attributable  to a reduction in access charges. The
Company  does  not anticipate a material change in access charges in the future.

     General  and  Administrative  Expenses. General and administrative expenses
decreased  by  41.3%  to  $13.6 million for the quarter ended June 30, 2002 from
$23.3  million  for  the  quarter  ended  June 30, 2001. The overall decrease in
general  and  administrative expenses was due primarily to significant workforce
reductions  and  other  cost  cutting  efforts  by  the  Company  as  it pursued
improvements  in operating efficiencies of the Company's bundled business model.
The  Company  had  increased  personnel  costs  associated  with  supporting the
Company's  bundled  services offerings, including customer service, provisioning
and  collections  personnel  during  the  quarter ended June 30, 2001. While the
Company  expects  to  realize  further  general  and  administrative  expense
efficiencies  as  the customer base grows, realization of such efficiencies will
be  dependant  on  the ability of management to control personnel costs in areas
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such  as  collections  and  customer  service.

     Provision  for Doubtful Accounts. Provision for doubtful accounts decreased
by  92.2% to $2.8 million for the quarter ended June 30, 2002 from $35.9 million
for the same quarter last year, and, as a percentage of sales, decreased to 3.6%
as  compared to 27.1% for the quarter ended June 30, 2001. The Company had taken
several  steps  during  the third and fourth quarters of 2001 to reduce bad debt
expense, improve the overall credit quality of its customer base and improve its
collections of past due amounts. The benefits of the Company's actions to reduce
bad debt expense and improve the overall credit quality of its customer base are
reflected  in  the  lower  bad debt expense for the quarter ended June 30, 2002.
Further,  the  provision  for  doubtful  accounts for the second quarter of 2002
reflects  a benefit from a reversal of the reserve for doubtful accounts of $0.5
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million.  In  general,  the  Company  believes  that  the  bad debt expense as a
percentage  of sales of the Company's long distance customers is lower than that
of  its  bundled customers because of the relative maturity of the long distance
customer  base.

     Sales  and  Marketing Expenses. During the quarter ended June 30, 2002, the
Company  incurred  $6.9  million  of sales and marketing expenses as compared to
$25.0  million  for  the  same  quarter  last  year, a 72.4% decrease, and, as a
percentage  of  sales,  a  decrease to 8.9% as compared to 18.9% for the quarter
ended  June  30, 2001.  The decrease from the second quarter of 2002 compared to
2001  is  primarily  attributable to the reduction in marketing fees paid to AOL
due  to  the  termination  of  the  marketing  relationship  with  AOL effective
September 30, 2001. Sales and marketing expenses declined further as the Company
slowed  growth  as  it pursued its plan to improve efficiencies of the Company's
bundled  business  model.    Currently,  substantially  all  of  the  sales  and
marketing  expense is in connection with the growth of the bundled product.  The
Company increased sales and marketing spending from the first quarter of 2002 of
$5.9  million  to  the  second quarter of 2002 by 17.3% in order to increase the
number  of  new bundled customers.  Sales and marketing expenses are expected to
increase  in  the  third and fourth quarters of 2002 as the Company continues to
target  growth  in  the  bundled  product  and  invest in the development of its
marketing  programs.

     Depreciation  and  Amortization.  Depreciation  and  amortization  for  the
quarter  ended  June  30,  2002  was  $4.4  million,  a decrease of $5.3 million
compared  to  $9.7  million  for  the  quarter  ended  June  30, 2001, and, as a
percentage of sales, decreased to 5.7% as compared to 7.3% for the quarter ended
June  30,  2001.  The Company's amortization expense decreased significantly for
the quarter ended June 30, 2002 due to the write-off of goodwill associated with
the  acquisition  of  Access One in the third quarter of 2001. Additionally, the
Company  implemented  Statement  of  Financial  Accounting  Standards  No.  142,
"Goodwill  and  Other  Intangible  Assets,"  which  established  the  impairment
approach  rather  than  amortization  for  goodwill,  resulting  in  reduced
amortization  in  2002  (See  Note  1  of  the  Notes  to Consolidated Financial
Statements).  Amortization  expense  will  increase in the future as the Company
completes  capitalized  software  development  projects.

     Interest Income. Interest income was $94,000 for the quarter ended June 30,
2002  versus  $308,000  for the quarter ended June 30, 2001. Interest income for
the  quarter  ended  June  30, 2002 was lower due to the Company's lower average
cash balances and a decrease in interest rates during the second quarter of 2002
as  compared  to  the  second  quarter  of  2001.

     Interest  Expense.  Interest expense was $2.9 million for the quarter ended
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June  30,  2002 as compared to $1.5 million for the quarter ended June 30, 2001.
The  increase  in  interest  expense  is  attributed  to  higher  yielding  debt
instruments  associated  with  the exchange of the Company's 4 1/2% and 5% Notes
for 8% and 12% Notes and the restructuring of the MCG credit facility (see Notes
2,  3 and 5 of the Notes to Consolidated Financial Statements and "Liquidity and
Capital  Resources").  In  addition, interest expense for the quarter ended June
30,  2002  includes  the  write-off  of  deferred financing costs of $364,000 in
connection  with the bond restructuring.  As described in Note 2 of the Notes to
Consolidated  Financial  Statements,  the  8%  convertible  notes  due 2011 were
accounted  for  as  a troubled debt restructuring and, as such, interest expense
related  to  the  notes is excluded from net income.  For the quarter ended June
30,  2002,  $672,000  of interest expense related to the notes was excluded from
net  income.

     Provision  for  Income  Taxes.  At June 30, 2002 and 2001, a full valuation
allowance  has  been  provided  against  the  Company's  net  operating  losses
carryforwards and other deferred tax assets. Since the amounts and extent of the
Company's  future  earnings  are  not  determinable  with a sufficient degree of
probability  to  recognize  the  deferred  tax  assets  in  accordance  with the
requirements of Statement of Financial Accounting Standards No. 109, "Accounting
for  Income  Taxes,"  the Company has recorded a full valuation allowance on the
net  deferred  tax  assets.  For  the  quarter ended June 30, 2002, although the
Company  has net income, no provision for income taxes has been reflected on the
statement of operations due to the full valuation allowance. The Company has not
recorded  any  income tax expense or benefit for the quarter ended June 30, 2001
because  the  Company incurred losses during this period as well as maintained a
full  valuation  allowance at June 30, 2001. There can be no assurances that the
Company  will  realize  the  benefit  of any net operating loss carryforwards on
future  taxable income generated by the Company due to the "change of ownership"
provisions  of the Internal Revenue Code Section 382 (see "Liquidity and Capital
Resources,  Other  Matters").

     Cumulative  Effect  of  an  Accounting Change. The Company adopted Emerging
Issues  Task  Force  Abstract  No.  00-19,  "Accounting for Derivative Financial
Instruments  Indexed  to, and Potentially Settled in, a Company's Own Stock," in
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the  quarter  ended June 30, 2001. The cumulative effect of the adoption of this
change  in  accounting  principle resulted in a non-cash charge to operations of
$36.8  million  in  the  quarter ended June 30, 2001, representing the change in
fair  value  of contingent redemption features of warrants and common stock held
by  AOL  from  issuance  on  January  5,  1999  through  June  30,  2001.

SIX  MONTHS  ENDED  JUNE  30,  2002  COMPARED  TO SIX MONTHS ENDED JUNE 30, 2001

     Sales.  Sales decreased by 40.5% to $157.1 million for the six months ended
June  30,  2002  from  $264.2  million  for  the six months ended June 30, 2001.

     The  Company's  long  distance sales decreased to $82.3 million for the six
months ended June 30, 2002 from $166.9 million for the six months ended June 30,
2001.  A significant percentage of the Company's revenues were derived from long
distance  telecommunication  services  provided  to  customers who were obtained
under  the  AOL  marketing  agreement.  The  Company's  decision to focus on the
bundled  product  and  the  discontinuation  of  the  AOL marketing relationship
effective  September  30,  2001, together with customer turnover, contributed to
the  decline  in  long  distance  customers  and  revenues. This decline in long
distance  customers  and revenues is expected to continue so long as the Company
continues  to  focus its marketing efforts on the bundled product. Long distance
revenues  for  the  six  months  ended  June 30, 2002 and June 30, 2001 included
non-cash  amortization  of  deferred  revenue  of  $3.7  million  related  to  a
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telecommunications  service  agreement  with Shared Technologies Fairchild, Inc.
entered  into  in  1997.  Deferred  revenue  relating to this agreement has been
amortized  over a five-year period.  The agreement and related amortization will
terminate  in  October  2002.

     The  Company's  bundled  sales  for the six months ended June 30, 2002 were
$74.8  million  compared  with  $97.3  million for the six months ended June 30,
2001.  The  decrease  in  bundled  sales  for the six months ended June 30, 2002
compared to 2001 reflects the Company's decision to slow growth in bundled sales
while the Company pursued its plans to improve the efficiencies of the Company's
bundled  business  model  and  improve  customer  collections.  In  addition,  a
significant  portion of the bundled sales for the six months ended June 30, 2001
were  generated  from  bundled  service  customers  acquired  through  marketing
programs  that  had  been  discontinued  in  2001.

     Network  and Line Costs. Network and line costs decreased by 39.3% to $77.9
million  for  the six months ended June 30, 2002 from $128.2 million for the six
months  ended  June 30, 2001. The decrease in costs was primarily due to a lower
number  of  local  and  long distance customers, a reduction in access and usage
charges  and  a  reduction in primary interexchange carrier charges. Network and
line costs for the six months ended June 30, 2002 benefited from the Verizon New
York  credit  of  $0.8  million.  Network  and  line  costs  also benefited from
favorable  resolution  of disputes with vendors.  The Company's policy is not to
record  credits  from  such  disputes until received.  As a percentage of sales,
network  and  line  costs  increased  to 49.6% for the six months ended June 30,
2002,  as  compared  to  48.5%  for  the  same  period  last  year.

     Gross  profit,  defined  as sales less network and line costs, decreased by
41.7%  for  the  six  months  ended  June  30, 2002 to $79.2 million from $136.0
million  for  the  same  period  last  year, and, gross margin, defined as gross
profit as a percentage of sales, decreased to 50.4% as compared to 51.5% for the
six  months  ended June 30, 2001. Gross margin for the long distance product was
58.4% for the six months ended June 30, 2002 as compared with 54.5% for the same
period  last year and gross margin for the bundled product was 41.7% for the six
months  ended  June 30, 2002 as compared to 46.3% for the same period last year.
The  decrease  in  gross  margin  is  due to the Company's decision to lower its
pricing  for  both  local  and long distance service, to become more competitive
with  the  ILECs and to provide greater value to its customers. In addition, the
growth of local bundled service as a percentage of total revenue and product mix
has  also  contributed to the decrease in gross margin. The increase in the long
distance  product  gross  margin  was  primarily  attributable to a reduction in
access  charges.  The  Company  does  not anticipate a material change in access
charges  in  the  future.

     General  and  Administrative  Expenses. General and administrative expenses
decreased  by 35.5% to $28.2 million for the six months ended June 30, 2002 from
$43.7  million  for  the six months ended June 30, 2001. The overall decrease in
general  and  administrative expenses was due primarily to significant workforce
reductions  and  other  cost  cutting  efforts  by  the  Company  as  it pursued
improvements  in operating efficiencies of the Company's bundled business model.
The  Company  had  increased  personnel  costs  associated  with  supporting the
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Company's  bundled  services offerings, including customer service, provisioning
and  collections  personnel  during  the  six  months  ended  June  30,  2001.

     Provision  for Doubtful Accounts. Provision for doubtful accounts decreased
by  86.5%  to  $6.8  million  for  the six months ended June 30, 2002 from $50.5
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million  for the same period last year, and, as a percentage of sales, decreased
to 4.3% as compared to 19.1% for the six months ended June 30, 2001. The Company
had  taken  several steps during the third and fourth quarters of 2001 to reduce
bad  debt  expense,  improve the overall credit quality of its customer base and
improve  its  collections  of  past  due  amounts. The benefits of the Company's
actions to reduce bad debt expense and improve the overall credit quality of its
customer  base  are  reflected  in the lower bad debt expense for the six months
ended  June  30,  2002. Further, the provision for doubtful accounts for the six
months ended June 30, 2002 reflects a benefit from a reversal of the reserve for
doubtful accounts of $1.5 million. In general, the Company believes that the bad
debt  expense  as a percentage of sales of the Company's long distance customers
is  lower than that of its bundled customers because of the relative maturity of
the  long  distance  customer  base.

     Sales  and  Marketing  Expenses. During the six months ended June 30, 2002,
the  Company  incurred $12.8 million of sales and marketing expenses as compared
to  $56.5  million  for  the  same period last year, a 77.3% decrease, and, as a
percentage  of sales, a decrease to 8.2% as compared to 21.4% for the six months
ended  June  30,  2001.  The  decrease  in 2002 is primarily attributable to the
reduction  in marketing fees paid to AOL due to the termination of the marketing
relationship  with  AOL  effective  September  30,  2001.  The  decline  is also
attributable  to  decreased  direct promotional and advertising campaigns. Sales
and  marketing  expenses  declined  further  as  the Company slowed growth as it
pursued  its  plan  to  improve  efficiencies  of the Company's bundled business
model.  Currently,  substantially  all  of the sales and marketing expense is in
connection  with  growth  of  the  bundled  product.

     Depreciation  and  Amortization.  Depreciation and amortization for the six
months  ended  June  30,  2002  was  $8.9  million,  a decrease of $10.0 million
compared  to  $18.9  million  for  the six months ended June 30, 2001, and, as a
percentage  of  sales,  decreased to 5.6% as compared to 7.2% for the six months
ended  June 30, 2001. The Company's amortization expense decreased significantly
for  the  six  months  ended  June  30,  2002  due  to the write-off of goodwill
associated  with  the  acquisition  of  Access One in the third quarter of 2001.
Additionally,  the  Company  implemented  Statement  of  Financial  Accounting
Standards No. 142, "Goodwill and Other Intangible Assets," which established the
impairment  approach rather than amortization for goodwill, resulting in reduced
amortization  for the six months ended June 30, 2002 (see Note 1 of the Notes to
the  Consolidated  Financial  Statements).

     Interest Income. Interest income was $183,000 for the six months ended June
30, 2002 versus $831,000 for the six months ended June 30, 2001. Interest income
for  the  six  months  ended  June 30, 2002 was lower due to the Company's lower
average  cash  balances  and  a decrease in interest rates during the six months
ended  June  30,  2002  as  compared  to  2001.

     Interest  Expense.  Interest  expense  was  $4.4 million for the six months
ended  June  30,  2002 as compared to $3.1 million for the six months ended June
30, 2001. The increase in interest expense is attributed to higher yielding debt
instruments  associated  with  the exchange of the Company's 4 1/2% and 5% Notes
for  8%  and 12% Notes and the MCG credit facility restructuring (see Notes 2, 3
and  5  of  the  Notes  to  Consolidated Financial Statements and "Liquidity and
Capital Resources"). In addition, interest expense for the six months ended June
30,  2002  includes  the  write-off  of  deferred financing costs of $364,000 in
connection  with the bond restructuring.  As described in Note 2 of the Notes to
Consolidated  Financial  Statements,  the  8%  convertible  notes  due 2011 were
accounted  for  as  a troubled debt restructuring and, as such, interest expense
related to the notes is excluded from net income.  For the six months ended June
30,  2002,  $1.3  million  of interest expense related to the notes was excluded
from  net  income.

     Other, Net.  Net other expenses were $816,000 for the six months ended June
30,  2002 compared to $80,000 for the six months ended June 30, 2001. The amount
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for the six months ended June 30, 2002 primarily consists of costs in connection
with the Company's restructuring of its convertible subordinated notes (see Note
2  of  the  Notes  to  Consolidated  Financial  Statements).

     Provision  for  Income  Taxes.  At June 30, 2002 and 2001, a full valuation
allowance  has  been  provided  against  the  Company's  net  operating  losses
carryforwards and other deferred tax assets. Since the amounts and extent of the
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Company's  future  earnings  are  not  determinable  with a sufficient degree of
probability  to  recognize  the  deferred  tax  assets  in  accordance  with the
requirements of Statement of Financial Accounting Standards No. 109, "Accounting
for  Income  Taxes,"  the Company has recorded a full valuation allowance on the
net  deferred  tax  assets. For the six months ended June 30, 2002, although the
Company  has net income, no provision for income taxes has been reflected on the
statement of operations due to the full valuation allowance. The Company has not
recorded  any  income  tax  expense or benefit for the six months ended June 30,
2001  because  the  Company  incurred  losses  during  this  period  as  well as
maintained  a  full  valuation  allowance  at  June  30,  2001.  There can be no
assurances  that  the Company will realize the benefit of any net operating loss
carryforwards  on  future  taxable  income  generated  by the Company due to the
"change  of  ownership" provisions of the Internal Revenue Code Section 382 (see
Liquidity  and  Capital  Resources,  Other  Matters).

     Cumulative  Effect  of  an  Accounting Change. The Company adopted Emerging
Issues  Task  Force  Abstract  No.  00-19,  "Accounting for Derivative Financial
Instruments  Indexed  to, and Potentially Settled in, a Company's Own Stock," in
the  six  months  ended  June 30, 2001. The cumulative effect of the adoption of
this  change in accounting principle resulted in a non-cash charge to operations
of  $36.8 million in the six months ended June 30, 2001, representing the change
in  fair  value  of  contingent redemption features of warrants and common stock
held  by  AOL  from  issuance  on  January  5,  1999  through  June  30,  2001.
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LIQUIDITY  AND  CAPITAL  RESOURCES

     The  Company's  cash  requirements  arise  primarily from the subsidiaries'
operational  needs, the subsidiaries' capital expenditures, and the debt service
obligations  of  the  subsidiaries and of Talk America Holdings, Inc. Since Talk
America  Holdings,  Inc. conducts all of it operations through its subsidiaries,
primarily  Talk  America  Inc.,  it relies on dividends, distributions and other
payments  from its subsidiaries to fund its obligations. The MCG Credit Facility
Agreement  and related agreements contain certain covenants, including covenants
that  may  restrict  such payments by the subsidiaries to Talk America Holdings,
Inc.  (see  Note  5  of  the  Notes  to  Consolidated  Financial  Statements).

     Contractual  obligations  of the Company as of June 30, 2002 are summarized
as  follows  (in  thousands):

                                                     1 year or    2 - 3     4 - 5
Contractual Obligations (3)                 Total       less      Years     Years  
-------------------------------------     ---------   --------   -------   ------- 
                                                                        
Talk America Holdings, Inc.:
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----------------------------
   8% Convertible notes due 2011(1)        $65,159     $2,057     $2,940    $3,182 
   12% Senior subordinated notes
      due 2007                              70,653         --         --        -- 
   8% Convertible senior subordinated
      notes due 2007 (2)                     4,168         --         --        -- 
   4.5% Convertible subordinated notes
      due 2002                               3,910      3,910         --        -- 
   5% Convertible subordinated notes
      due 2004                                 670         --        670        -- 

Talk America Inc. and other subsidiaries:
-----------------------------------------
   Senior Credit Facility                   15,000      5,000     10,000        -- 
   Capital Lease Obligations                   262        204         58        -- 
   Other Long-Term Obligations               1,693      1,693         --        -- 
                                          ---------   --------   -------   ------- 
Total Contractual Obligations             $161,515    $12,864    $13,668    $3,182 
                                          =========   ========   =======   ======= 

---------------------

(1)  The  2011  Convertible  Notes  include $33.6 million of principal and $31.5
million  of  future  accrued  interest  (see Note 3 of the Notes to Consolidated
Financial  Statements).  The  2011  Convertible  Notes  are subject to mandatory
redemption, at the option of the holder, in September 2006 and September 2008 at
par  plus  accrued  interest.

(2)  The  8%  Notes include $2.8 million of principal and $1.3 million of future
accrued interest (see Note 2 of the Notes to Consolidated Financial Statements).

(3)  Excluded from these contractual obligations are operating lease obligations
and  network service obligations.  The Company leases office space and equipment
under  operating  lease  agreements.  Certain leases contain renewal options and
purchase  options,  and  generally  provide  that  the  Company  shall  pay  for
insurance,  taxes  and  maintenance.  As  of  December 31, 2001, the Company had
future  minimum  annual  lease obligations under noncancellable operating leases
with  terms  in  excess of one year as follows: 2002 - $1.8 million, 2003 - $1.7
million,  2004 - $1.4 million, 2005 - $0.9 million, 2006 - $0.4 million and 2007
and  thereafter  -  $0.3  million.  The Company is also party to various network
service agreements, which contain certain minimum usage commitments. The largest
contract  establishes  pricing  and provides for annual minimum payments for the
years  ended December 31, as follows: 2002 - $22.2 million, 2003 - $22.8 million
and  2004  -  $27.9  million.  A  separate  contract  with  a  different  vendor
establishes pricing and provides for annual minimum payments for the years ended
December  31,  as  follows:  2002 - $3.0 million, 2003 - $6.0 million and 2004 -
$3.0  million.  As  a  consequence of these minimum network service obligations,
there  can  be  no  assurances that the Company will be able to realize the most
effective  network  cost.

     The  Company  relies  on  internally  generated  funds  and  cash  and cash
equivalents  on hand to fund its capital and financing requirements. The Company
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had  $30.7  million  of cash and cash equivalents as of June 30, 2002, and $22.1
million  as  of  December  31,  2001.

     Net  cash  provided  by  operating activities was $17.1 million for the six
months  ended June 30, 2002 compared to net cash used in operating activities of
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$13.5  million for six months ended June 30, 2001. For the six months ended June
30,  2002,  the  major  contributors  to  the  net  cash  provided  by operating
activities  were  the  net income of $17.5 million and non-cash charges of $16.0
million  primarily consisting of provision for doubtful accounts of $6.8 million
and  depreciation and amortization of $8.9 million. These amounts were offset by
an  increase  in  accounts receivable of $3.1 million and a decrease in accounts
payable  of  $12.2 million. For the six months ended June 30, 2001, the net cash
used  in  operating  activities  was  mainly  generated by the net loss of $72.8
million,  an increase in accounts receivable of $47.1 million offset by non-cash
items  of $106.4 million primarily consisting of provision for doubtful accounts
of  $50.5  million,  depreciation  and  amortization  of  $18.9  million and the
cumulative  effect  of  an accounting change for contingent redemptions of $36.8
million.

     Net  cash  used  in  investing  activities  was $3.3 million during the six
months  ended June 30, 2002, which consisted of capitalized software development
costs  of $1.1 million and capital expenditures for the purchase of equipment of
$2.1  million. Net cash used in investing activities was $2.4 million during the
six  months  ended  June  30,  2001,  which primarily related to the purchase of
equipment  and  intangibles.

     Net  cash  used  in  investing activities was $2.5 million during the three
months  ended June 30, 2002, which consisted of capitalized software development
costs  of $0.6 million and capital expenditures for the purchase of equipment of
$1.9  million.  The  Company  anticipates  incurring  for  the full year of 2002
capital  expenditures  of  between  $4  and  $5 million and capitalized software
development  costs  of  between  $2  and  $3  million.

     Net  cash  used  in  financing activities for the six months ended June 30,
2002  was  $5.2  million  compared  to $84,000 for the six months ended June 30,
2001.  The  net  cash used in financing activities for the six months ended June
30, 2002 was primarily attributable to payment of borrowings under the Company's
credit  facility of $2.5 million, payments under 8% Convertible notes due 2011of
$1.2  million,  payments in connection with exchange of the Company's 4.5% Notes
for  8%  Notes  of  $470,000  and  payments  under  capital  lease  obligations.

     The  Company  generally does not have a significant concentration of credit
risk  with  respect to net trade accounts receivable, due to the large number of
end-users  comprising  the  Company's  customer  base.

CONVERTIBLE  SUBORDINATED  NOTES AND EXCHANGE OFFERS (see Note 2 of the Notes to
Consolidated  Financial  Statements)

     Effective  April  4,  2002,  the  Company  completed  the exchange of $57.9
million  of  the  $61.8  million  outstanding  principal  balance  of its 4 1/2%
Convertible  Subordinated  Notes  ("4  1/2% Notes") that mature on September 15,
2002 into $53.2 million of new 12% Senior Subordinated PIK Notes due August 2007
("12%  Notes")  and $2.8 million of new 8% Convertible Senior Subordinated Notes
due  August  2007  ("8%  Notes") and cash paid of $0.5 million. In addition, the
Company  exchanged  $17.4  million  of  the  $18.1 million outstanding principal
balance  of  its  5%  Convertible Subordinated Notes ("5% Notes") that mature on
December  15,  2004  into  $17.4  million  of  the  new  12%  Notes.

AOL  AGREEMENTS  (see  Note 3 of the Notes to Consolidated Financial Statements)

     On  September  19, 2001, the Company restructured its financial obligations
with  AOL  that  arose  under  the  1999 Investment Agreement and also ended its
marketing  relationship  with AOL effective September 30, 2001 (collectively the
"AOL  Restructuring"). In connection with the AOL Restructuring, the Company and
AOL  entered into a Restructuring and Note Agreement ("Restructuring Agreement")
pursuant  to which the Company has outstanding $33.6 million principal amount of
its  8%  secured convertible notes due September 2011, as of June 30, 2002. With
the  issuance  of  additional shares under the Restructuring Agreement, AOL held
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7,200,000  shares  of  Company  common  stock.

SENIOR  CREDIT  FACILITY  (see  Note  5  of the Notes to Consolidated Financial
Statements)

     The  Company's  principal  operating  subsidiaries  have  a Credit Facility
Agreement  with MCG Finance Corporation ("MCG"), providing for a term loan of up
to  $20.0  million  maturing  on  June  30,  2005  and a line of credit facility
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permitting  such  subsidiaries  to  borrow  up  to  an  additional $30.0 million
available through June 30, 2003. The availability of the line of credit facility
is  subject, among other things, to the successful syndication of that facility.
The  Company  does  not  anticipate  having  any availability under this line of
credit  facility.  Loans  under the Credit Facility Agreement bear interest at a
rate  equal  to either (a) the Prime Rate, or (b) LIBOR, plus, in each case, the
applicable  margin.  The  applicable  margin  is  7.0%  for  borrowings accruing
interest  at  LIBOR and 6.0% for borrowings accruing interest at the Prime Rate.

     The  Credit Facility Agreement subjects the Company and its subsidiaries to
certain  restrictions  and  covenants related to, among other things, liquidity,
per-subscriber-type  revenue, subscriber acquisition costs and interest coverage
ratio  requirements.  The  principal  of  the  term  loan  is  paid in quarterly
installments  of  $1.25  million on the last calendar day of each fiscal quarter
commencing  on  September  30,  2001,  and is fully repaid by June 30, 2005. The
loans  under the Credit Facility Agreement are secured by a pledge of all of the
assets of the subsidiaries of the Company that are parties to that agreement. In
addition, the Company has guaranteed the obligations of those subsidiaries under
the  Credit  Facility  Agreement  and related documents; the Company's guarantee
subjects  the  Company  to  certain  restrictions  and  covenants,  including  a
prohibition  against the payment of dividends in respect of the Company's equity
securities,  except  under certain limited circumstances. In connection with the
AOL Restructuring, MCG entered into an Intercreditor Agreement with AOL. At June
30,  2002,  $15.0  million principal balance remained outstanding under the term
loan  facility  and  no  amounts were outstanding or available under the line of
credit  facility.

OTHER  MATTERS

     The  Company's  provision  of  telecommunication  services  is  subject  to
government  regulation.  Changes  in  existing regulations could have a material
adverse  effect  on  the Company. The Company's local telecommunication services
are  provided  almost  exclusively  through  the  use  of ILEC Unbundled Network
Elements  ("UNE"), and it is primarily the availability of costs-based UNE rates
that  enables  the  Company  to  price  its  local  telecommunications  services
competitively.  On  May  13,  2002,  the United Stated Supreme Court released an
opinion  in  Verizon  Communications  et al v. Federal Communications Commission
upholding  the  FCC's  decision to adopt the "total element long-run incremental
cost"  ("TELRIC")  methodology  for  pricing UNEs. On December 12, 2001, the FCC
initiated  its  so-called UNE Triennial Review rulemaking in which it intends to
review  all  UNEs  and determine whether ILECs should continue to be required to
provide  them  to competitors. Among other things, the FCC has indicated that it
will consider whether ILECs should continue to be required to provide the "local
switching" UNE, an essential component of the UNE-P combination. Any curtailment
by  the  FCC  in  the  availability  of the local switching UNE would materially
impair  the  Company's ability to provide local telecommunications services, and
could  eliminate  the  Company's  capability to provide local telecommunications
services  entirely.  On May 24, 2002, the United States Court of Appeals for the
D.C. Circuit released an opinion in United States Telecom Association v. Federal
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Communications  Commission  remanding  to  the FCC for further consideration the
Unbundled  Network  Element  Remand  Order,  which  may  provide  the  FCC  with
justification for significantly reducing the unbundling obligations of the ILECs
as  part  of the UNE Triennial Review. A petition for rehearing en banc has been
filed  by  the FCC with the United States Court of Appeals for the D.C. Circuit.

     The  FCC  requires  the  Company  and  other providers of telecommunication
services  to  contribute  to  the USF, which helps to subsidize the provision of
local  telecommunication  services  and  other services to low-income consumers,
schools,  libraries, health care providers, and rural and insular areas that are
costly  to  serve.  The  FCC  is  currently considering modifications to the USF
program  that may go into effect as early as the end of 2002. Any changes to the
methodology used in the calculation of the collection and payment of USF charges
may  have  an  adverse  impact  on  the  Company's  gross  margin.

     At  December  31,  2001,  the  Company  had  net  operating  loss  (NOL)
carryforwards  for  federal  income  tax  purposes of $262.8 million. Due to the
"change  of  ownership" provisions of the Internal Revenue Code Section 382, the
availability of the Company's net operating loss and credit carryforwards may be
subject  to  an  annual limitation against taxable income in future periods if a
change  of ownership of more than 50% of the value of the Company's stock should
occur  within a three-year testing period. Many of the changes that affect these
percentage  change  determinations,  such  as  changes  in  the  Company's stock
ownership,  are outside the Company's control. A more-than-50% cumulative change
in  ownership  for purposes of the Section 382 limitation occurred on August 31,
1998 and October 26, 1999. As a result of such changes, certain of the Company's
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carryforwards  are limited. As of December 31, 2001, approximately $64.0 million
of  NOL  carryforwards  are  not available to offset future income. In addition,
based  on  information  currently available to the Company, the Company believes
that the change of ownership percentage was approximately 45% for the applicable
three-year testing period. If, during the current three-year testing period, the
Company  experiences  an additional more-than-50% ownership change under Section
382,  the  amount  of  the  NOL  carryforward available to offset future taxable
income  may  be  further  and substantially reduced. To the extent the Company's
ability  to use these net operating loss carryforwards against any future income
is  limited,  its  cash  flow available for operations and debt service would be
reduced.  There can be no assurance that the Company will realize the benefit of
any  carryforwards.

     The Company is a party to a number of legal actions and proceedings arising
from  the  Company's  provision and marketing of telecommunications services, as
well  as  certain  legal  actions  and regulatory investigations and enforcement
proceedings  arising  in  the  ordinary course of business. The Company believes
that  the ultimate outcome of the foregoing actions will not result in liability
that  would  have a material adverse effect on the Company's financial condition
or  results of operations. However, it is possible that, because of fluctuations
in  the Company's cash position, the timing of developments with respect to such
matters  that  require cash payments by the Company, while such payments are not
expected  to  be material to the Company's financial condition, could impair the
Company's  ability  in future interim or annual periods to continue to implement
its  business  plan,  which  could  affect  its  results of operations in future
interim  or  annual  periods.

     While  the  Company  believes  that  it  has access, albeit limited, to new
capital  in the public or private markets to fund its ongoing cash requirements,
there  can be no assurance as to the timing, amounts, terms or conditions of any
such  new  capital  or  whether  it could be obtained on terms acceptable to the
Company.  Accordingly,  the  Company  anticipates  that  its  cash  requirements
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generally  must  be  met from the Company's cash-on-hand and from cash generated
from  operations.  Based  on  its  current projections for operations and having
restructured  the  MCG  facility  and  most of its outstanding convertible notes
indebtedness  through  the  exchange  offers,  the  Company  believes  that  its
cash-on-hand  and  its  cash flow from operations will be sufficient to fund its
capital  expenditures,  its  debt  service  obligations, including the increased
interest expense of its outstanding indebtedness, and the expenses of conducting
its  operations  for  at  least the next twelve months. However, there can be no
assurance that the Company will be able to realize its projected cash flows from
operations,  which  is  subject  to the risks and uncertainties discussed above.

CRITICAL  ACCOUNTING  POLICIES

     The  Company's  discussion  and  analysis  of  its  financial condition and
results  of  operations  are  based  upon  the  Company's consolidated financial
statements,  which  have  been prepared in accordance with accounting principles
generally  accepted  in  the  United  States. The preparation of these financial
statements  requires the Company to make estimates and judgments that affect the
reported  amounts  of  assets,  liabilities,  revenues and expenses, and related
disclosure  of  contingent  assets  and  liabilities.  On an on-going basis, the
Company  evaluates  its estimates, including those related to bad debt, goodwill
and  intangible  assets, income taxes, contingencies and litigation. The Company
bases  its estimates and judgments on historical experience and on various other
assumptions  that  are  believed  to  be reasonable under the circumstances, the
results  of  which form the basis for making judgments about the carrying values
of  assets  and  liabilities  that  are not readily apparent from other sources.
Actual  results  may  differ  from  these  estimates.

     Recognition  of  Revenue.  The  Company derives its revenues from local and
long  distance  phone  services,  primarily  local  services  bundled  with long
distance  services,  long  distance  services,  inbound  toll-free  service  and
dedicated  private  line  services for data transmission. The Company recognizes
revenue  from  voice,  data and other telecommunications related services in the
period  in  which  subscribers uses the related service. Allowances for doubtful
accounts  are  maintained for estimated losses resulting from the failure of its
customers  to  make  required  payments  and  for  uncollectible  usage.

     Deferred revenue represents the unearned portion of local telecommunication
services  and  features  that  are  billed one month in advance. In addition, it
includes  the  amortization  of  a non-refundable prepayment received in 1997 in
connection  with  an  amended  telecommunications services agreement with Shared
Technologies Fairchild, Inc. The payment is amortized over the five-year term of
the  agreement,  which  expires October 2002. The amount included in revenue was
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$1.9 million in each of the quarters ended June 30, 2002 and 2001. The remaining
amount of $2.5 million will be included in revenue during the remainder of 2002.
This  agreement is terminable by either party on thirty days notice. Termination
by  either  party  would  accelerate  recognition  of  the  deferred  revenue.

     Allowance  for  Doubtful Accounts. The Company reviews accounts receivable,
historical  bad  debt,  and  customer  credit-worthiness through customer credit
scores,  current  economic  trends,  changes  in  customer  payment  history and
acceptance  of the Company's calling plans and fees when evaluating the adequacy
of  the  allowance  for  doubtful  accounts.  If  the financial condition of the
Company's  customers  were  to  deteriorate, resulting in an impairment of their
ability  to  make payments, additional allowances may be required. The Company's
accounts  receivable  balance  was  $23.0 million, net of allowance for doubtful
accounts  of  $17.1  million,  as  of  June  30,  2002.
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     Valuation  of Long-Lived Assets and Intangible Assets with a Definite Life.
The  Company  continually  reviews  the  recoverability of the carrying value of
long-lived  assets,  including  intangibles  with a definite life for impairment
whenever events or changes in circumstances indicate that the carrying amount of
such assets may not be recoverable. When such events occur, the Company compares
the  carrying  amount  of  the  assets  to the undiscounted expected future cash
flows.  Factors the Company considers important that could trigger an impairment
review  include  the  following:

     -    Significant  underperformance  relative  to  expected  historical  or
          projected  future  operating  results
     -    Significant changes in the manner of the Company's use of the acquired
          assets  or  the  strategy  for  the  Company's  overall  business
     -    Significant  negative  industry  or  economic  trends
     -    Significant  decline  in  the  Company's  stock  price for a sustained
          period  and  market  capitalization  relative  to  net  book  value

     If  this  comparison  indicates  there  is  impairment,  the  amount of the
impairment  loss  to  be recorded is calculated by the excess of the net assets'
carrying  value over its fair value and is typically calculated using discounted
expected  future  cash  flows.

     Goodwill.  Goodwill represents the cost in excess of net assets of acquired
companies.  Effective  January  1,  2002,  with  the  adoption  of SFAS No. 142,
goodwill  (comprised  of  goodwill  acquired  in  the Access One  acquisition in
August  2000)  will  not  be amortized, but rather will be tested for impairment
annually,  and  will  be  tested for impairment between annual tests if an event
occurs  or  circumstances  change that would indicate the carrying amount may be
impaired.  Prior to January 1, 2002 goodwill and intangibles were amortized on a
straight-line  basis  over  periods ranging from 5 years to 15 years. Impairment
testing  for goodwill is performed at a reporting unit level. An impairment loss
would  generally  be recognized when the carrying amount of the reporting units'
net  assets  exceeds  the  estimated  fair value of the reporting unit. Prior to
January  1, 2002, goodwill was tested for impairment in a manner consistent with
long-lived  assets  and  intangible  assets  with  a definite life.  The Company
completed the transitional assessment of goodwill under the requirements of SFAS
142  and  determined  that  the  fair  value  of  the reporting unit exceeds the
carrying  amount,  thus  the  goodwill  is  not  considered  impaired.

     Software  Development  Costs.  Direct  development  costs  associated  with
internal-use  computer  software  are  accounted for under Statement of Position
98-1,  "Accounting  for the Costs of Computer Software Developed or Obtained for
Internal  Use"  and  are capitalized including external direct costs of material
and  services  and  payroll  costs  for  employees devoting time to the software
projects.  Costs  incurred  during the preliminary project stage, as well as for
maintenance  and training, are expensed as incurred. Amortization is provided on
a  straight-line  basis over the shorter of 3 years or the estimated useful life
of  the  software.

     Income  Taxes. Income taxes are accounted for under the asset and liability
method.  Deferred  tax  assets  and liabilities are recognized for the estimated
future  tax  consequences  attributable to the differences between the financial
statement  carrying  amounts  of  existing  assets  and  liabilities  and  their
respective  tax  bases and operating loss and tax credit carryforwards. Deferred
tax  assets  and  liabilities are measured using enacted tax rates in effect for
the  year  in  which those temporary differences are expected to be recovered or
settled.

     The Company records a valuation allowance to reduce its deferred tax assets
in  an  amount  that  is  more  likely  than not to be realized. The Company has
provided  a  full  valuation  allowance  for the net deferred tax assets for the
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estimated  future  tax effects attributable to temporary differences between the
basis  of  assets and liabilities for financial and tax reporting purposes as of
June  30,  2002. If the Company continues to be profitable in future quarters at
levels  which  cause management to conclude that it is more likely than not that
the  Company  will realize all or a portion of the NOL carryforward, the Company
would  record  the  estimated  net realizable value of the deferred tax asset at
that  time  and  would  then  provide  for  income  taxes at a rate equal to the
Company's  combined  federal  and  state  effective  rates.

     Legal  Proceedings. The Company is a party to a number of legal actions and
proceedings  arising  from  the  Company's  provision  and  marketing  of
telecommunications  services,  as  well  as certain legal actions and regulatory
investigations  and  enforcement  proceedings  arising in the ordinary course of
business.  Management's  current estimated range of liability related to some of
the  pending litigation is based on claims for which management can estimate the
amount  and  range of loss. The Company recorded the minimum estimated liability
related  to  those  claims,  where  there  is  a  range  of loss. Because of the
uncertainties  related  to  both  the  amount and range of loss on the remaining
pending  litigation,  management  is unable to make a reasonable estimate of the
liability  that  could  result  from  an  unfavorable  outcome.  As  additional
information  becomes  available, the Company will assess the potential liability
related  to  the  Company's  pending  litigation  and revise its estimates. Such
revisions in the Company's estimates of the potential liability could materially
affect  its  results  of  operations  and  financial  position.

ITEM  3.  QUANTITATIVE  AND  QUALITATIVE  DISCLOSURE  ABOUT  MARKET  RISK:

     In  the normal course of business, the financial position of the Company is
subject  to  a  variety  of  risks,  such  as the collectibility of its accounts
receivable and the receivability of the carrying values of its long-term assets.
The  Company's  long-term  obligations  consist  primarily  of its own notes and
credit  facility.  The  Company  does  not presently enter into any transactions
involving derivative financial instruments for risk management or other purposes
due  to  the  stability in interest rates in recent times and because management
does  not  consider  the  potential  impact  of  changes in interest rates to be
material.

     The  Company's  available  cash balances are invested on a short-term basis
(generally  overnight)  and,  accordingly,  are not subject to significant risks
associated  with  changes  in interest rates. Substantially all of the Company's
cash  flows  are  derived  from  its operations within the United States and the
Company  is  not  subject  to  market  risk  associated  with changes in foreign
exchange  rates.

                           PART II - OTHER INFORMATION

ITEM  2.  CHANGES  IN  SECURITIES.

     In connection with the completion of the exchange offers for its 4 1/2% and
5%  Notes  on  April 4, 2002 (as further described in Note 2 of the Consolidated
Financial  Statements),  the  Company  issued a total of $70.7 million principal
amount  of  its  new  12%  Notes and $2.8 million principal amount of its new 8%
Notes. The issuance of such securities were made in reliance on Section 3(a) (9)
of  the  Securities  Act  of  1933.

ITEM  6.     EXHIBITS  AND  REPORTS  ON  FORM  8-K

(a)     Exhibits



10KWizard - SEC filings Page 31 of 32

.../filing.php?repo=tenk&ipage=1825664&doc=1&total=64&TK=TALK&CK=948545&FG= 10/3/2002

10.1     Amendment  to  Employment  Agreement,  dated June 17, 2002, between the
Company  and  Kevin  Griffo  (filed  herewith).  *

10.2     Interconnection  Agreement  between BellSouth Telecommunications, Inc.,
The  Other Phone Company, Inc. d/b/a Access  One Communications, The Other Phone
Company,  Inc.  d/b/a  Talk America Inc., (NOT in Florida) and Talk America Inc.
dated  May  13,  2002  (filed  herewith).
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99.1     Certification  of  Gabriel Battista Pursuant to 18 U.S.C. Section 1350,
as  Adopted  Pursuant  to  Section  906  of  the  Sarbanes-Oxley  Act  of  2002.

99.2     Certification  of David G. Zahka Pursuant to 18 U.S.C. Section 1350, as
Adopted  Pursuant  to  Section  906  of  the  Sarbanes-Oxley  Act  of  2002.

(b)     Reports  on  Form  8-K

     During  the  quarter  ended  June  30,  2002,  the Company filed no Current
Reports  on  Form  8-K.

*  Management  contract  or  compensatory  plan  or  arrangement.
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                                   SIGNATURES

Pursuant  to  the  requirements  of  the  Securities  Exchange  Act of 1934, the
registrant  has  duly  caused  this  report  to  be  signed on its behalf by the
undersigned  thereunto  duly  authorized.

                           TALK AMERICA HOLDINGS, INC.

Date:  August  13,  2002                By: /s/  Gabriel  Battista
                                           ------------------------
                                           Gabriel  Battista
                                           Chairman of the Board of Directors,
                                           Chief Executive Officer and Director

Date:  August  13,  2002                By: /s/  David  G.  Zahka
                                           ------------------------
                                           David  G.  Zahka
                                           Chief  Financial  Officer
                                          (Principal  Financial  Officer)

Date:  August  13,  2002                By: /s/  Thomas  M.  Walsh
                                           ------------------------
                                           Thomas  M.  Walsh
                                           Senior Vice President - Finance
                                          (Principal Accounting Officer)
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CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STATEMENTS

The following statements are or may constitute forward-looking statements within the meaning of
the Private Securities Litigation Reform Act of 1995:

(i) any statements contained or incorporated herein regarding possible or assumed future results
of operations of WorldCom’s business, anticipated cost savings or other synergies, the markets
for WorldCom’s services and products, anticipated capital expenditures, the outcome of euro
conversion efforts, regulatory developments or competition;

(ii) any statements preceded by, followed by or that include the words ‘‘intends,’’ ‘‘estimates,’’
‘‘believes,’’ ‘‘expects,’’ ‘‘anticipates,’’ ‘‘should,’’ ‘‘could,’’ or similar expressions; and

(iii) other statements contained or incorporated by reference herein regarding matters that are not
historical facts.

Because such statements are subject to risks and uncertainties, actual results may differ materially
from those expressed or implied by such forward-looking statements; factors that could cause actual
results to differ materially include, but are not limited to:

• economic uncertainty;

• the effects of vigorous competition;

• the impact of technological change on our business, alternative technologies, and dependence on
availability of transmission facilities;

• risks of international business;

• regulatory risks in the United States and internationally;

• contingent liabilities;

• uncertainties regarding the collectibility of receivables;

• risks associated with debt service requirements and our financial leverage;

• uncertainties associated with the success of acquisitions;

• the ongoing war on terrorism; and

• the other risks referenced from time to time in WorldCom’s filings with the Securities and
Exchange Commission.

Potential purchasers of WorldCom capital stock are cautioned not to place undue reliance on such
statements, which speak only as of the date thereof.

The cautionary statements contained or referred to in this section should be considered in
connection with any subsequent written or oral forward-looking statements that may be issued by
WorldCom or persons acting on its behalf. We undertake no duty to update these forward-looking
statements, even though our situation may change in the future.
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PART I

ITEM 1. BUSINESS

General

Organized in 1983, WorldCom, Inc., a Georgia corporation, provides a broad range of
communications services to both U.S. and non-U.S. based businesses and consumers. We are a global
communications company utilizing a strategy based on being able to provide service through our own
facilities throughout the world instead of being restricted to a particular geographic location. We call
this our ‘‘on-net’’ strategy. The on-net approach allows our customers to send data or voice
communications across town, across the U.S., or to any of our networks in Europe or Asia, often
without ever leaving our networks. The on-net approach provides our customers with superior reliability
and low operating costs. Our core business is communications services, which includes voice, data,
Internet and international services.

On June 7, 2001, our shareholders approved a recapitalization involving the creation of two
separately traded tracking stocks:

• WorldCom group stock, which is intended to reflect the performance of our data, Internet,
international and commercial voice businesses and is quoted on The Nasdaq National Market
under the trading symbol ‘‘WCOM’’, and

• MCI group stock, which is intended to reflect the performance of our consumer, small business,
wholesale long distance voice and data, wireless messaging and dial-up Internet access businesses
and is quoted on The Nasdaq National Market under the trading symbol ‘‘MCIT’’.

In connection with the recapitalization, we amended our articles of incorporation to replace our
existing common stock with two new series of common stock that are intended to reflect, or track, the
performance of the businesses attributed to the WorldCom group and the MCI group. Effective with
the recapitalization on June 7, 2001, each share of our existing common stock was changed into one
share of WorldCom group stock and 1⁄25 of a share of MCI group stock.

A tracking stock is a separate class of a company’s common stock intended to provide a return to
investors based upon the financial performance of a distinct business unit of the company, sometimes
referred to as the targeted business. These targeted businesses are collections of businesses that we
have grouped together in order for us to issue WorldCom group stock and MCI group stock. The
ownership of the targeted business does not change, and while each of the classes of stock trade
separately, all shareholders are common shareholders of a single company, WorldCom, and are subject
to all risks of an investment in WorldCom as a whole.

During the second quarter of 2001, we declared the initial quarterly dividend for the MCI group
stock. A cash dividend of $0.60 per share of MCI group stock, or approximately $70 million in the
aggregate, was paid on October 15, 2001 to shareholders of record as of the close of business on
September 28, 2001. Dividends of $0.60 per share of MCI group stock were also declared during the
third and fourth quarters of 2001 which have been or will be paid in 2002.

The MCI group was initially allocated notional debt of $6 billion and our remaining debt was
allocated on a notional basis to the WorldCom group. We intend, for so long as the WorldCom group
stock and the MCI group stock remains outstanding, to include in our filings under the Securities
Exchange Act of 1934, as amended, the combined financial statements of each of the WorldCom group
and the MCI group. These combined financial statements will be prepared in accordance with
accounting principles generally accepted in the United States, and in the case of annual financial
statements, will be audited. These combined financial statements are not legally required under current
law or SEC regulations.

Voting rights of the holders of the WorldCom group stock and the MCI group stock are prorated
based on the relative market values of WorldCom group stock and MCI group stock. We will conduct
shareholder meetings that encompass all holders of voting stock. The WorldCom group and the MCI
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group shareholders will vote together as a single class on all matters brought to a vote of shareholders,
including the election of our directors.

Our board of directors may at any time convert each outstanding share of MCI group stock into
shares of WorldCom group stock at 110% of the relative trading value of MCI group stock for the
20 days prior to the announcement of the conversion. No premium will be paid on a conversion that
occurs after June 7, 2004.

If all or substantially all of the WorldCom group or MCI group assets are sold, either: (i) the
relevant shareholders will receive a distribution equal to the fair value of the net proceeds of the sale,
either by special dividend or by redemption of shares; or (ii) each outstanding share of MCI group
stock will be converted into shares of WorldCom group stock at 110% or 100% of the relative trading
value of MCI group stock for a 10 trading day period following the sale.

We serve as a holding company for our subsidiaries’ operations. References herein to WorldCom,
‘‘we,’’ ‘‘our,’’ or ‘‘us’’ include WorldCom, Inc. and our subsidiaries, unless the context otherwise
requires. Additionally, information in this document has been revised to reflect the stock splits of our
common stock.

Business Combinations

Intermedia. On July 1, 2001, we acquired Intermedia Communications Inc. for approximately
$5.8 billion, including assumed long-term debt, pursuant to the merger of a wholly owned subsidiary
with and into Intermedia, with Intermedia continuing as the surviving corporation and as a subsidiary
of WorldCom. As a result of the Intermedia merger, we acquired a controlling interest in Digex,
Incorporated, or Digex, a provider of managed Web and application hosting services. In connection
with the Intermedia merger, stockholders of Intermedia received one share of WorldCom group stock
(or 57.1 million WorldCom group shares in the aggregate) and 1⁄25 of a share of MCI group stock (or
2.3 million MCI group shares in the aggregate) for each share of Intermedia common stock they
owned. Holders of Intermedia preferred stock, other than Intermedia’s 13.5% Series B Redeemable
Exchangeable Preferred Stock due 2009, or Intermedia Series B Preferred Stock, received one share of
a class or series of our preferred stock, with substantially identical terms, which were established upon
consummation of the Intermedia merger. As a result of the merger with Intermedia, we own
approximately 90% of the voting securities of Intermedia.

Upon effectiveness of the merger with Intermedia, the then outstanding and unexercised options
for shares of Intermedia common stock were converted into options exercisable for an aggregate of
approximately 10 million shares of WorldCom group stock having the same terms and conditions as the
Intermedia options, except that the exercise price and the number of shares issuable upon exercise
were divided and multiplied, respectively, by 1.0319. The merger with Intermedia was accounted for as
a purchase.

The purchase price in the Intermedia merger was allocated based on appraised fair values at the
date of acquisition. This resulted in an excess purchase price over net assets acquired of $5.1 billion of
which $67 million was allocated to customer lists, which will be amortized over approximately four
years on a straight line basis. The remaining excess of $5.0 billion has been allocated to goodwill and
tradename which are not subject to amortization and the goodwill is not expected to be deductible for
tax purposes.

In connection with the Intermedia merger, the Antitrust Division of the Department of Justice
required us to dispose of Intermedia’s Internet service provider business, which provided integrated
Internet connectivity solutions and effective December 1, 2001, we sold substantially all of the Internet
related assets for approximately $12 million. In addition to this required divestiture, we also committed
to a plan to sell Intermedia’s Advanced Building Network business, which provides centralized
telecommunications services in multi-tenant commercial office buildings, and the systems integration
business through which Intermedia sells, installs, operates and maintains business telephony customer
premise equipment for its customers. We included the appraised fair values of these assets to be
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disposed of in our initial allocation of the Intermedia purchase price and also included accrued
anticipated losses expected to be incurred through disposal date. Any difference between the actual
results of operations and the amounts accrued will result in an adjustment of goodwill unless there is a
difference resulting from a post-merger event. We anticipate that we will complete the planned
disposals of the remaining identified businesses before the third quarter of 2002.

Since the Intermedia merger, we initiated plans to improve cash flow and operating results by
reorganizing and restructuring Intermedia’s operations. These plans include workforce reductions and
other administrative cost savings, the discontinuance of all product lines with unacceptable or negative
margins and the ultimate disposal of all assets associated with such product lines or businesses.

SkyTel Communications. On October 1, 1999, we acquired SkyTel Communications, Inc., pursuant
to the merger of SkyTel with and into a wholly owned subsidiary of WorldCom. Upon consummation of
the SkyTel merger, the wholly owned subsidiary was renamed SkyTel Communications, Inc. SkyTel is a
leading provider of nationwide messaging services in the United States. SkyTel’s principal operations
include one-way messaging services in the United States, advanced messaging services on the narrow
band personal communications services network in the United States and international one-way
messaging operations.

As a result of the SkyTel merger, each outstanding share of SkyTel common stock was converted
into the right to receive 0.3849 shares of WorldCom common stock, par value $.01 per share, or
approximately 23 million WorldCom common shares in the aggregate. Holders of SkyTel’s $2.25
Cumulative Convertible Exchangeable Preferred Stock received one share of WorldCom Series C $2.25
Cumulative Convertible Exchangeable Preferred Stock for each share of SkyTel preferred stock held.
The SkyTel merger was accounted for as a pooling-of-interests; and accordingly, our financial
statements for periods prior to the SkyTel merger have been restated to include the results of SkyTel.

MCI. On September 14, 1998, we acquired MCI Communications Corporation for approximately
$40 billion, pursuant to the merger of MCI with and into a wholly owned subsidiary of WorldCom.
Upon consummation of the MCI merger, the wholly owned subsidiary was renamed MCI
Communications Corporation. MCI became a wholly owned subsidiary of WorldCom. Through the
merger with MCI, we acquired one of the world’s largest and most advanced digital networks,
connecting local markets in the United States to more than 280 countries and locations worldwide.

As a result of the merger with MCI, each outstanding share of MCI common stock was converted
into the right to receive 1.86585 shares of WorldCom common stock or approximately 1.13 billion
WorldCom common shares in the aggregate, and each share of MCI Class A common stock
outstanding (all of which were held by British Telecommunications plc) was converted into the right to
receive $51.00 in cash or approximately $7 billion in the aggregate. The funds paid to British
Telecommunications were obtained by WorldCom from (i) available cash as a result of our $6.1 billion
public debt offering in August 1998; (ii) the sale of MCI’s Internet backbone facilities and wholesale
and retail Internet business to Cable and Wireless plc for $1.75 billion in cash on September 14, 1998;
(iii) the sale of MCI’s 24.9% equity stake in Concert Communications Services to British
Telecommunications for $1 billion in cash on September 14, 1998; and (iv) availability under our
commercial paper program and credit facilities.

Upon effectiveness of the merger with MCI, the then outstanding and unexercised options
exercisable for shares of MCI common stock were converted into options exercisable for an aggregate
of approximately 125 million shares of WorldCom common stock having the same terms and conditions
as the MCI options, except that the exercise price and the number of shares issuable upon exercise
were divided and multiplied, respectively, by 1.86585. The merger with MCI was accounted for as a
purchase.

Embratel. On August 4, 1998, MCI acquired a 51.79% voting interest and a 19.26% economic
interest in Embratel Participações S.A., Brazil’s facilities-based national and international
communications provider, for approximately R$2.65 billion (U.S. $2.3 billion). The purchase price was
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paid in local currency installments, of which R$1.06 billion (U.S. $916 million) was paid on August 4,
1998, R$795 million (U.S. $442 million) was paid on August 4, 1999, and the remaining R$795 million
(U.S. $444 million) was paid on August 4, 2000. Embratel provides domestic long distance and
international telecommunications services in Brazil, as well as over 40 other communications services,
including leased high-speed data, Internet, frame relay, satellite and packet-switched services. Operating
results for Embratel were consolidated in our accompanying consolidated financial statements from the
date of the MCI merger through 2000.

During the second quarter of 2001, we reached a long-term strategic decision to restructure our
investment in Embratel. The restructuring included the resignation of certain Embratel board of
directors seats, the irrevocable obligation to vote a portion of our common shares in a specified
manner and the transfer of certain economic rights associated with such shares to an unrelated third
party. Based on these actions, the accounting principles generally accepted in the United States prohibit
the continued consolidation of Embratel’s results. Accordingly, we have deconsolidated Embratel’s
results effective January 1, 2001.

CompuServe. On January 31, 1998, WorldCom acquired CompuServe Corporation for
approximately $1.3 billion, pursuant to the merger of a wholly owned subsidiary of WorldCom, with and
into CompuServe. Upon consummation of the merger with CompuServe Corporation, CompuServe
Corporation became a wholly owned subsidiary of WorldCom.

As a result of the merger with CompuServe Corporation, each share of CompuServe Corporation
common stock was converted into the right to receive 0.609375 shares of WorldCom common stock or
approximately 56 million WorldCom common shares in the aggregate. Prior to the merger with
CompuServe Corporation, CompuServe Corporation operated primarily through two divisions:
Interactive Services and Network Services. Interactive Services offered worldwide online and Internet
access services for consumers, while Network Services provided worldwide network access, management
and applications, and Internet services to businesses. The merger with CompuServe Corporation was
accounted for as a purchase.

ANS. On January 31, 1998, we also acquired ANS Communications, Inc. from America
Online, Inc. for approximately $500 million, and entered into five year contracts with AOL under which
WorldCom and its subsidiaries provide network services to AOL. Additionally, AOL acquired
CompuServe’s Interactive Services division and received a $175 million cash payment from WorldCom.
WorldCom retained the CompuServe Network Services division. ANS provided Internet access to AOL
and AOL’s subscribers in the United States, Canada, the United Kingdom, Sweden and Japan. The
transaction with AOL was accounted for as a purchase.

Brooks Fiber Properties. On January 29, 1998, WorldCom acquired Brooks Fiber Properties, Inc.
pursuant to the merger of a wholly owned subsidiary of WorldCom, with and into Brooks Fiber
Properties. Upon consummation of the merger with Brooks Fiber Properties, Brooks Fiber Properties
became a wholly owned subsidiary of WorldCom. Prior to the merger, Brooks Fiber Properties acquired
and constructed its own state-of-the-art fiber optic networks and facilities and leased network capacity
from others to provide long distance carriers, Internet Service Providers, wireless carriers and business,
government and institutional end users with an alternative to the incumbent local exchange carriers for
a broad array of high quality voice, data, video transport and other telecommunications services.

As a result of the merger with Brooks Fiber Properties, each share of Brooks Fiber Properties
common stock was converted into the right to receive 2.775 shares of WorldCom common stock or
approximately 109 million WorldCom common shares in the aggregate. The merger with Brooks Fiber
Properties was accounted for as a pooling-of-interests; and accordingly, our financial statements for
periods prior to the merger with Brooks Fiber Properties have been restated to include the results of
Brooks Fiber Properties.
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BUSINESS

Following are descriptions of the businesses attributed to each of the WorldCom group and the
MCI group. Although we are describing these businesses separately in order to give you a better
understanding of the assets attributed to each group, the two groups are not separate legal entities.

The assets attributed to the WorldCom group include all of our network assets except voice
switches, which are used to forward audio and data information from one point to another, and dial-up
Internet modems, and also include cash, investments, buildings, furniture, fixtures and equipment, and
the goodwill, other intangible assets, other long-term assets and other current assets associated with the
businesses attributed to the WorldCom group. The assets attributed to the MCI group include voice
switches, dial-up Internet modems and the goodwill, other intangible assets, other long-term assets and
other current assets associated with the businesses attributed to the MCI group. For a further
discussion of the assets attributed to the groups and the allocation methods used to allocate the assets,
see the management’s discussion and analysis of financial condition and results of operations, which is
incorporated by reference herein.

Certain financial information about operations by segment and by geographic area for 1999, 2000
and 2001 is included in note 14 to our notes to our consolidated financial statements and is
incorporated herein by reference.

WorldCom Group Operations

Overview

Our businesses attributed to the WorldCom group include:

• data services such as frame relay, asynchronous transfer mode and Internet protocol networks
which provide a full spectrum of public and private network options for any data transmission
requirement;

• Internet related services, including:

• always-on connections to the Internet, which we refer to as dedicated access;

• secure communication over the Internet allowing a business to link various sites and
employees, which we refer to as a virtual private network;

• high speed and always-on digital connections to the Internet, which we refer to as digital
subscriber lines; and

• web site management and web-enabled products which provide customers with the
hardware, software and monitoring for their web sites;

• the design, implementation and ongoing management of a customer’s communications system;

• commercial voice services; and

• international communications services.

We believe we are positioned to utilize these global assets to provide traditional communications
services, emerging e-commerce services, and WorldCom-provided managed or outsourced services to
customers in major markets around the globe.

The businesses attributed to the WorldCom group accounted for 60.7% of our revenues, 101.7% of
our net income and 88.4% of our assets for the year ended December 31, 2001. For the year ended
December 31, 2000 the WorldCom group accounted for 58.2% of our revenues, 62.0% of our net
income and 85.2% of our assets.
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We have extensive networks that connect metropolitan centers and various regions throughout the
world. As of December 31, 2001, our networks that connect metropolitan centers covered
approximately 58,800 route miles, with an additional 10,900 route miles of local connections to
customers worldwide. We also had over 2,500 centers where our equipment connects to the local phone
company for call termination, which we call points of presence, 2,092 data switches, which forward
information to its proper address, and connected 124 cities across North America, Europe, the Middle
East, Africa, Latin America and Asia.

Using our Internet protocol infrastructure, we intend to continue our expansion into higher
growth, next generation services, such as virtual private networks which use Internet protocol
technology, web centers that allow customers to interact with sales and service agents over the Internet,
the telephone or e-mail, and Internet content delivery services. We believe the breadth and scale of
these services differentiate our offerings from those of our competitors and meet our customers’
increasingly complex communications needs, highlighting the unique quality and reach of our networks.

We are positioning the company for leadership in the high growth segments of our industry. Our
merger with Intermedia and resulting controlling interest in Digex provides us with a strong foothold in
the managed hosting arena. Managed hosting services include providing the computer hardware,
software, network technology and systems management necessary to offer customers comprehensive
outsourced web site hosting solutions. We believe this position, combined with our extensive facilities-
based network assets and corporate customer base, should create a strong competitor for e-commerce
services and a platform for leadership in our target segments of U.S. and non-U.S. based corporations.

Industry

For several years, the communications industry has been undergoing a dramatic transformation due
to several factors including:

• technological advances such as the Internet;

• rapid development of new services and products;

• the Telecommunications Act of 1996, or the Telecom Act;

• the deregulation of communications services markets in selected countries around the world; and

• the entry of new competitors in existing and emerging markets.

These are only a few of the forces impacting the communications industry today. However, each of
these factors is driven by the rapid development of data services that are replacing traditional voice
services. The development of frame relay, asynchronous transfer mode and Internet protocol networks
has dramatically transformed the array and breadth of services offered by telecommunications carriers.

The use of the Internet, including intranets and extranets, which are private, secure
communications networks, continues to grow, although at a slower pace than in recent years. Internet
growth continues to be driven by a number of factors, including expanding availability of high speed or
broadband access, improvements in network architectures and increasing numbers of network-enabled
applications and devices. In spite of slower overall market growth, the Internet remains an important
global communications and commerce medium. The Internet represents an opportunity for enterprises
to interact in new and different ways with both existing and prospective customers, employees, suppliers
and partners.

The market for data communications and Internet access and related products is characterized by
rapidly changing technology, evolving industry standards, emerging competition and frequent new
product and service introductions. We believe that the TCP/IP, where we use fiber optic or copper-
based telecommunications infrastructure, will continue to be the primary protocol and transport
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infrastructure for Internet-related services. TCP/IP combines two protocols, transmission control
protocol and Internet protocol, to establish a connection between two devices so that streams of data
can be sent between them. Session initiated protocols, or SIPs, are emerging as the basis for carrier-
grade platforms from which enterprises will use SIP-enabled devices, such as ‘‘Internet telephones’’ to
communicate within and outside the enterprise. Emerging transport alternatives include wireless cable
modems and satellite delivery of Internet information. Alternative protocols, which are proprietary or
allow systems using different formats to transfer data to communicate with each other, have been and
are being developed. We are also participating in trials of next generation, more advanced technology.

Developments in technology are further increasing the capacity and lifespan of previously deployed
fiber optic cables. Throughout 2002, we plan to continue to deploy high capacity broadband systems
and fiber optic systems, both of which function to connect different networks, and long distance
transmission systems which are not subject to signal deterioration. These network investments result in
reduced regeneration requirements for long distance transmissions and higher bandwidth capacity from
existing fiber optic cables which enhances our ability to serve global businesses cost effectively.

Strategy

Our objective is to use our strategic assets and customer base to be a leader in each of our target
segments and deliver long-term sustainable growth. Key elements of our strategy include:

Target high growth data businesses: Our strategy is to focus primarily on higher growth and higher
value-added data services that we can provide utilizing our extensive, high quality global networks. We
believe this will decrease our reliance on traditional voice services, which have experienced pricing
pressures in recent years.

Continue our focus on corporate enterprises: We are continually realigning our businesses with the
customer bases they serve. We expect to further focus our resources, including assets, technical
expertise and marketing skills, to better serve and grow our presence with corporate enterprise
customers.

Rapidly deploy managed web hosting services: We plan to take advantage of the managed web
hosting and data capabilities of Digex acquired through our merger with Intermedia. By combining
Digex’s comprehensive portfolio of hosting products with our extensive networks and customer
relationships, we believe we will be able to strongly compete for e-commerce services.

Aggressively expand virtual private network services using internet protocol: Virtual private networks
are private corporate communications networks and are often replacing or supplementing private line
or frame relay networks as a cost effective and flexible solution for mid-sized and large corporate
enterprises. We view this segment as a key contributor to our future growth and an integral part of our
high-value service strategy. With our network capabilities, we intend to leverage the global reach and
quality of our networks to capitalize on this higher growth and higher margin segment.

Maintain leadership in internet data transport and access: We plan to remain at the forefront of
Internet protocol implementation worldwide. We expect Internet protocol services such as virtual
private networks and e-business applications to proliferate and we plan to use our tradition of
pioneering innovative Internet infrastructure services to expand our Internet value-added services.

Expand globally: We intend to leverage our global network capabilities by integrating existing
platforms and deploying selected technologies. We believe this will allow us to expand product coverage
while reducing costs. The net result to our customer is a portfolio of competitive products with global
reach. We believe that international growth will continue.

8



Utilize our extensive networks: We plan to continue to utilize our networks to benefit our
customers and reduce our costs. The global reach and quality of our networks enable us to provide
complex services at low operating costs as a result of our facilities-based, on-net approach. The on-net
approach allows our customers to send data streams or voice traffic locally, across the United States, or
to any of our facilities-based networks in Europe, Africa or Asia, without ever leaving our networks.
We believe this approach lowers our operating costs and provides our customers with superior
reliability and quality of service. Our networks are also highly adaptable for future capacity expansions
at lower per unit costs, and are designed to cost-effectively integrate future generations of optical-
networking components to enhance efficiency and quality.

Description of Services

We provide a broad range of enhanced data and voice communications and managed network
services through our direct commercial sales force of approximately 8,000 people. Core services include
data services, Internet services, commercial local and long distance voice communications and
international communications services.

Data Services

The ability of businesses to transmit data within their company or outside to business partners is a
critical function today. Over the last 10 years, businesses made significant investments in software
development and equipment purchases to effectively process and transmit this data and information.
The Internet also introduced yet another means to communicate digitally worldwide.

We continue to make significant investments in network technologies to satisfy the continuing
demand in high bandwidth data processing. Our global frame relay, asynchronous transfer mode and
Internet protocol networks provide a full spectrum of public and private network options for any data
transmission requirement. The ability to interconnect and to increase the bandwidth capacity of these
networks protects customers’ existing investments in established networks while taking advantage of the
newest technologies.

Frame Relay: Frame relay is a high-speed communications technology that divides the information
into frames or packets. Each frame has an address that the network uses to determine the destination
of the frame. The frames travel through a series of switches within the frame relay network to arrive at
their destination. This technology gives businesses a cost-effective, flexible way to connect local area
networks, system network architecture, voice, and Internet protocol-based applications. Local area
networks are computer networks which span a relatively small area and system network architecture is
a protocol for connecting computers.

Our frame relay service, which is operated over our own facilities, is available in 46 countries and
is supplemented by network-to-network interface partnerships that reach additional locations
worldwide. These networks allow us to provide our customers around the globe with the highest quality
standards of service.

Asynchronous Transfer Mode: Our on-net asynchronous transfer mode service is a technology and
protocol structure that integrates data, voice, and video over a single communications network while
offering a variety of access speeds and multiple service categories. Asynchronous transfer mode
technology is able to service both the local area networks and wide area networks, which are computer
networks spanning a large geographic area, providing scalability for users’ current and future needs.

Our asynchronous transfer mode services use our highly redundant OC-48 backbone to obtain
these networking advantages. OC-48 refers to a type of high speed optical carrier and backbone refers
to the network connecting the system. These public data networking services offer a number of
different access speeds and support multiple classes of service to meet customers’ application needs.
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The nature of the services provides users with the security and control of a private network, plus the
flexibility and economies of a public network. Our asynchronous transfer mode services allow for the
consolidation of applications into a single network service, reducing network, equipment and
operational costs.

Data services revenue for 2001 grew by approximately 16.7% to $8.6 billion, or 24.5% of
WorldCom total revenues, versus $7.4 billion, or 18.9% of WorldCom total revenues, for 2000 and
$5.8 billion, or 16.2% of WorldCom total revenues, for 1999.

Internet Services

As a leading Internet backbone provider, we offer a comprehensive range of Internet access and
value-added options, applications and services tailored to meet the needs of businesses and other
telecommunications providers. Our Internet products and services include dedicated Internet access,
managed networking services and applications (such as virtual private networks), web hosting and
electronic commerce and transaction services (such as web centers and credit card transaction
processing).

Internet Access and Transport: Our Internet infrastructure is based on our OC-192c and OC-48c
optical networks which use a combination of asynchronous transfer mode, frame relay and router
technologies at the transport layer for both metropolitan and inter-regional connectivity. This network
infrastructure enables customers to access the Internet through dedicated lines. Once connected, the
customer’s traffic is routed through our networks to the desired Internet location, whether on our
networks or elsewhere on the Internet.

Through our networks, we offer the following access products to our customers:

• high speed T1/T3 connections;

• Internet gateway services which provide the hardware and software to link a customer’s network
to the Internet;

• frame relay to Internet protocol connections;

• asynchronous transfer mode to Internet protocol connections;

• digital subscriber line; and

• metropolitan area exchanges asynchronous transfer mode.

These access options provide the variety of bandwidth choices required for all business types and
sizes.

Virtual Private Networks: We provide virtual private networks on public and shared environments
for small and large customers. Our customers use virtual private networks to connect their corporate
intranets, data centers, remote users, and the World Wide Web via the public Internet.

Our virtual private network service includes built-in encryption, bandwidth prioritization and
24-hour centralized management and monitoring services. Virtual private network services are already
available in 26 countries, with continued expansion planned.

Managed Hosting for Business on the Internet: We are a leading managed hosting provider for
businesses on the Internet. Our suite of services include:

• web site management services, such as operating and supporting Windows NT and UNIX based
dedicated servers;
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• application hosting services, such as application support for various operating systems, web
servers, directory services, database servers, application servers and commerce suites;

• integrated business solutions, such as e-commerce, business intelligence and office solutions; and

• enterprise and professional services, such as fire wall management, stress testing, customized web
site activity reporting and enhanced security service.

We deliver our services from geographically distributed, advanced Internet data centers that are
connected to our dedicated and redundant Internet backbone network. Our tailored solutions are
designed to integrate with existing enterprise systems architectures and to enable customers to
outsource the monitoring, administration and optimization of their equipment, applications and overall
Internet operations.

Through our controlling interest in Digex, we have been able to expand our web hosting by
providing a comprehensive portfolio of hosting products and services for mid-sized and large
businesses. These services enable businesses to more rapidly and cost-effectively deploy secure and
reliable business solutions, including on-line financial services, on-line procurement, electronic retailing
and customer self-service applications, to our customers over the Internet.

Internet services revenue for 2001 grew by approximately 28.7% to $3.2 billion, or 9.0% of
WorldCom total revenues, versus $2.5 billion, or 6.3% of WorldCom total revenues, for 2000 and
$1.6 billion, or 4.3% of WorldCom total revenues, for 1999.

Commercial local and long distance voice communications

We provide a single source for integrated local and long distance telecommunications services and
facilities management services to businesses, government entities and other telecommunications
companies.

The market for local exchange services consists of a number of distinct service components. These
services include:

• local network services, which generally include basic dial tone and private line services;

• network access services, which consist of the local portion of long distance telephone calls; and

• long distance network services.

We also offer a broad range of related services that enhance customer convenience, add value and
provide additional revenue sources. Advanced toll-free services offer features for caller and customer
convenience, including a variety of call routing and call blocking options, customer reconfiguration,
termination overflow to switched or dedicated lines, dialed number identification service, real-time
automatic number identification and flexible after-hours call handling services.

Commercial local and long distance voice services revenues for 2001 were $6.6 billion, or 18.7% of
WorldCom total revenues, versus $7.0 billion, or 18.0% of WorldCom total revenues, for 2000 and
$7.4 billion, or 20.7% of WorldCom total revenues, for 1999.
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International Operations

Our global strategy is enabled by our position as an owner of telecommunications infrastructure
throughout Europe, the Middle East, Africa, Asia Pacific and North America. Our international
strategy is to use this foundation to design and deliver product sets and features globally so that
multinational enterprises enjoy a consistency in service performance regardless of geography.

We provide switched voice, private line, and/or value-added data services over our own facilities
and leased facilities in the United Kingdom, Germany, France, the Netherlands, Sweden, Switzerland,
Belgium, Italy, Ireland, Luxembourg, Denmark, Finland, Hungary, Poland, Portugal, the Czech
Republic, Greece, Israel, Austria, Norway and Spain. We operate metropolitan digital fiber optic
networks in London, Paris, Frankfurt, Hamburg, Dusseldorf, Amsterdam, Rotterdam, Stockholm,
Brussels, Zurich, Geneva, Dublin and Milan. We also offer international services over owned and
leased facilities in selected Asian and African markets, including Australia, Japan, Hong Kong,
Singapore, New Zealand, Indonesia, Malaysia, Thailand, Philippines, Taiwan, South Korea, China,
India, South Africa, Botswana, Namibia, Kenya and Zambia. We were granted authority in the first
quarter of 1998 to serve as a local and international facilities-based carrier in Australia and Japan and
now operate metropolitan digital fiber optic networks in Sydney, Melbourne, Osaka and Tokyo. In early
2000 we were also granted a Type 1 license in Singapore, where we also operate a metropolitan digital
fiber network.

Data centers are being deployed throughout Europe and Asia Pacific, interconnected with the
global networks, allowing us to expand into new business areas using our worldwide
telecommunications infrastructure as the platform for technology and service expansion.

Our equity investment in Embratel further extends our local-to-global-to-local strategy. Embratel’s
business consists principally of providing intra-regional long distance, inter-regional long distance and
international long distance telecommunications services as well as data communications, text, Internet
services and mobile satellite and maritime communications services. Embratel operates under a
domestic long distance concession and an international long distance concession granted by Brazil’s
Agencia Nacional de Telecomuniçacões.

During the second quarter of 2001, we reached a long-term strategic decision to restructure our
investment in Embratel. The restructuring included the resignation of certain Embratel board of
directors seats, the irrevocable obligation to vote a portion of our common shares in a specified
manner and the transfer of certain economic rights associated with such shares to an unrelated third
party. Based on these actions, the accounting principles generally accepted in the United States prohibit
the continued consolidation of Embratel’s results. Accordingly, we have deconsolidated Embratel’s
results effective January 1, 2001.

Revenues from international operations for 2001 were approximately $3.0 billion, or 8.5% of
WorldCom total revenues, versus $5.9 billion, or 15.0% of WorldCom total revenues, for 2000 and
$4.4 billion, or 12.2% of WorldCom total revenues for 1999. Excluding Embratel in the 2000 period,
international revenues increased 25.8% from $2.4 billion, or 6.7% of WorldCom total revenues for
2000.

Facilities

Networks

We own domestic long distance, international and multi-city local service fiber optic networks with
access to additional fiber optic networks through lease agreements with other carriers. Additionally, we
own and lease trans-oceanic cable capacity in the Atlantic and Pacific Oceans.
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Deployed in business centers throughout the United States, Western Europe, the United Kingdom,
Australia and Japan, our local networks are constructed using a closed loop which is referred to as ring
topology. Transmission networks are based on optical network equipment. Network backbones and local
networks are installed in rights-of-way owned by us or leased from third parties such as utilities,
railroads, long distance carriers, state highway authorities, local governments and transit authorities.
Lease arrangements are generally executed under multi-year terms with renewal options and are
non-exclusive.

The long distance and local networks are protected by systems that are capable of restoring
backbone traffic in the event of an outage in milliseconds. In addition, long distance and local switched
traffic is dynamically rerouted via switch software to any available capacity to complete calls.

To serve customers in buildings that are not located directly on the fiber networks, we utilize
leased T-3s, T-1s or local connections obtained from the traditional local phone companies, competitive
local exchange carriers and other carriers who serve these buildings.

Our Internet infrastructure is based on our OC-192c and OC-48c optical networks which use a
combination of asynchronous transfer mode, frame relay and router technologies to transport data.

We are deploying technology that integrates wide area networks for businesses with the public
switched telecommunications network utilizing voice-over-Internet protocol gateways and session
initiated protocol, which will provide businesses with a wide range of Internet voice and messaging
services.

The WorldCom group is allocated an expense and the MCI group is allocated a corresponding
decrease in depreciation expense for the use by the WorldCom group of the business voice switches
attributed to the MCI group. The allocation is equal to a proportion, based on usage, of the MCI
group’s related costs. All other material transactions between the groups are intended to be on an
arm’s-length basis.

Internationally, we own or lease fiber optic capacity on most major international undersea cable
systems in the Pacific and Atlantic Ocean regions. We also own fiber optic capacity for services to
Eastern Europe, Asia, Central America, South America and the Caribbean. Furthermore, we own and
operate 36 international gateway satellite earth station antennas, which enable us to extend public
switched and private line voice and data communications to and from locations throughout the world.

Our network statistics, excluding Embratel, are as follows:

December 31, December 31,
2000 2001

Domestic and international long distance route miles . . . . . . . . . . 56,496 58,832
Local domestic and international route miles . . . . . . . . . . . . . . . . 10,153 10,937
Voice grade equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,537,123 76,415,566
Buildings connected . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 61,674 79,383
Domestic telecom collocations . . . . . . . . . . . . . . . . . . . . . . . . . . . 477 531
Facilities based cities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 123 124

Data Network Switching

Our asynchronous transfer mode networks utilize our intracity fiber connections to customers,
asynchronous transfer mode switches and high-capacity fiber optic networks. Asynchronous transfer
mode is a switching and transmission technology based on encapsulation of information in short
(53-byte) fixed-length packets or ‘‘cells.’’ Asynchronous transfer mode switching was specifically
developed to allow simultaneous switching and transmission of mixed voice, data and video (sometimes
referred to as ‘‘multimedia’’ information at various rates of transmission). In addition, characteristics of
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asynchronous transfer mode switching allow switching information to be directly encoded in integrated
circuitry rather than in software.

Our frame relay networks utilize our owned and maintained frame relay switches and our
high-capacity fiber optic networks to provide data networking services to commercial customers.
Networking equipment at customer sites connects to our frame relay switches which in turn are
connected to each other via our extensive fiber optic networks. Frame relay utilizes variable length
frames of data to transport customer data from one customer location across our networks to another
customer location. Customers utilize the frame relay technology to support traditional business
applications such as connecting local networks and financial applications.

Rates and Charges

Domestic and international business switched voice services originating in the United States are
primarily billed in six-second increments; other rate structures bill in 18, 30 or 60 second increments.
Switched voice services originating in international markets are billed in increments subject to local
market conditions and interconnect agreements. Switched long distance services are billed in arrears,
with monthly billing statements itemizing date, time, duration and charges. Local charges may be billed
in arrears or in advance. Fixed recurring charges are billed in advance while metered charges are billed
in arrears. Data services are generally billed a fixed rate per circuit and, depending on the service, a
separate fixed network port charge. Data service rates are based on the speed of transmission, and
depending on the service type, may be billed in arrears or in advance. Private line services are billed
monthly in advance, with the invoice indicating applicable rates by circuit. Our rates are generally
designed to be competitive with those charged by other long distance and local carriers.

Our Internet access products are sold in the United States and in many foreign countries for both
domestic and global Internet services. Prices vary, based on service type. Due to various factors, such as
available telecommunications technology, foreign government regulation and market demand, the
service options offered outside of the United States vary as to speed, price and suitability for various
purposes.

Sales and Marketing

We market our business communications services primarily through a direct sales force targeted at
markets defined by both communications needs and geographies. Our commercial sales force of
approximately 8,000 people, also provides advanced data specialization for the domestic and
international marketplaces, including private line services.

Our sales force can be grouped primarily into three channels. The first targets small to large
U.S.-centric enterprises in the U.S. The second addresses the same small to large enterprises outside
the U.S. The third channel serves the largest 250 multinational corporations with a unified sales and
service organization that mirrors the customers’ own operations.

In each of our geographic markets, we employ full service support teams that provide our
customers with prompt and personal attention. Our localized management, sales and customer support
are designed to engender a high degree of customer loyalty and service quality.

Additionally, during 2001 we launched an online sales and support channel that complements our
activities to reach smaller U.S.-based businesses. This web-based channel offers a suite of basic data
and voice services in a cost-efficient manner.

Competition

The telecommunications industry is extremely competitive, and we expect that competition will
intensify in the future. We face substantial competition in each of our business segments. Some of our
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existing and potential competitors have financial and other resources significantly greater than ours.
Moreover, some of these providers presently enjoy advantages as a result of their historic monopoly
control over local exchange facilities. A number of traditional and emerging competitors have made
significant investments in advanced fiber optic network facilities. In addition to voice and data
competition from long distance service competitors, a number of facilities-based competitive local
exchange carriers and cable television multi-system operators plan to offer local telecommunications
services in major U.S. cities over their own facilities or through resale of the local exchange carriers’ or
other providers’ services.

Increasingly, we also must compete with equipment vendors and consulting companies in emerging
Internet service markets. Companies have obtained or expanded their Internet-based services as a
result of network deployment, acquisitions and strategic investments. We expect these acquisitions and
strategic investments to increase, thus creating significant new competitors. Furthermore, we expect
these firms to devote greater resources to develop new competitive products and services and to market
those and existing products and services.

Overseas, we compete with new entrants as well as with incumbent providers, some of which still
are partially government-owned, have special regulatory status along with the exclusive rights to provide
services, and virtually all of which have historically dominated their local, domestic long distance and
international services business. These incumbent providers enjoy numerous competitive advantages
including existing facilities, customer loyalty, and substantial financial resources. We often must rely on
facilities or termination services from these incumbent providers. We also compete with other service
providers, some of which are affiliated with incumbent providers in other countries. We devote
extensive resources to obtaining regulatory approvals necessary to operate overseas, and to obtain
access to and interconnect with the incumbent’s network on a non-discriminatory basis. In Europe, we
compete directly with companies such as British Telecom, Deutsche Telekom, Cable & Wireless, France
Telecom and Equant, global telecommunications alliances and with regional Internet service providers
such as Terra and Oleane.

The development of new technologies and increased availability of domestic and international
transmission capacity may also give rise to new competitive pressures. For example, even though fiber
optic networks, such as those used by us, are now widely used for long distance transmission, it is
possible that the desirability of these networks could be adversely affected by changing technology. The
telecommunications industry is in a period of rapid technological evolution, marked by the introduction
of new routing and switching technologies, new services, and increasing wireless, satellite and fiber optic
transmission capacity for services similar to those provided by us. We cannot predict with certainty
which of many possible future product and service offerings will help maintain our competitive position
or what expenditures will be required to develop and provide these products and services. Nor can we
predict whether spectrum rights that we hold will be affected by regulatory decisions to re-allocate
spectrum for other uses, or whether current deployment plans for our multichannel multipoint
distribution services will be sustainable if spectrum reallocation occurs.

Under the Telecom Act and ensuing federal and state regulatory initiatives, many barriers to local
exchange competition are being eliminated. The introduction of competition, however, also establishes,
in part, the ability of the traditional local phone companies to provide inter-LATA long distance
services within a particular region. Local access and transport area, or LATA, refers to an area within a
geographic region. To date, the FCC has granted applications by Verizon for the states of New York,
Massachusetts, Pennsylvania, Connecticut and Rhode Island and by SBC for Texas, Kansas, Oklahoma,
Missouri and Arkansas to provide in-region inter-LATA services. We believe the traditional local phone
companies will continue to seek to enter these markets given their ownership of extensive facilities in
their local service regions, their long-standing customer relationships and their very substantial capital
and other financial resources. As the traditional local phone companies are allowed to offer in-region
long distance services in additional states, they will be in a position to offer single source local and long

15



distance service similar, if not superior, to that being offered by us. We expect that increased
competition will result in additional pricing and margin pressures in the domestic telecommunications
services business. In addition, wireless carriers increasingly compete for consumers through nationwide
or regional ‘‘bucket of minutes plans.’’ Indeed, wireless competition and the availability of inexpensive
long-haul transport has already significantly reduced consumer long distance pricing, and as a result
negatively affected the profitability of traditional service providers. As rates stabilize, we expect to
compete effectively as a result of our innovation, quality and diversity of services, our ability to offer a
combination of services, and our level of customer service.

As noted, we offer data communications and Internet-based services, including web hosting,
collocation services, virtual private network services, dedicated and wholesale Internet access, and
related services. This is an extremely competitive business and we expect that competition will intensify
in the future. We believe that the ability to compete successfully in this arena depends on a number of
factors, including:

• industry presence;

• the ability to expand rapidly;

• the capacity, reliability and security of network infrastructure;

• ease of access to and navigation on the Internet;

• the pricing policies of our competitors and suppliers;

• the timing of the introduction of new products and services by us and our competitors;

• our ability to support industry standards; and

• industry and overall economic trends.

Our success will depend heavily upon our ability to provide high quality data communications services,
including Internet connectivity and value-added Internet services, at competitive prices.

Employees

Through our businesses attributed to the WorldCom group, we employed a total of approximately
61,800 full and part-time personnel, including Digex, as of February 28, 2002, approximately 400 of
whom are represented by organized labor organizations. We consider our relationship with these
employees to be good.

Patents, Trademarks, Tradenames and Service Marks

We actively pursue the protection of intellectual property rights in the United States and relevant
foreign jurisdictions. Our continuing efforts have produced numerous issued patents and pending patent
applications on innovative technology.

All tradenames, including the MCI tradename and the other related MCI tradenames, have been
attributed to the WorldCom group. The MCI group will be allocated an expense and the WorldCom
group will be allocated a corresponding decrease in depreciation and amortization expense for use of
the MCI tradenames for the next four years based on the following schedule:

2002: $30.0 million
2003: $35.0 million
2004: $40.0 million
2005: $45.0 million
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Any renewal or termination of use of the MCI tradename by the MCI group will be subject to the
general policy that our board of directors will act in the best interests of WorldCom. For each of the
years ended December 31, 1999, 2000 and 2001, depreciation and amortization expense associated with
the MCI tradenames allocated to the WorldCom group was decreased by $27.5 million per annum for
use of the MCI tradenames by the MCI group.

Regulation and Litigation

We are involved in legal and regulatory proceedings that are incidental to our business and have
included loss contingencies in other current liabilities and other liabilities for these matters in our
financial statements. In some instances, rulings by federal, state and international regulatory authorities
may result in increased operating costs to us. The results of these various legal and regulatory matters
are uncertain and could have a material adverse effect on our consolidated results of operations or
financial position.

Regulation

We are subject to varying degrees of federal, state, local and international regulation. In the
United States, our subsidiaries are most heavily regulated by the states, especially for the provision of
local exchange services. Our subsidiaries must be certified separately in each state to offer local
exchange and intrastate long distance services. No state, however, subjects us to rate of return
regulation, nor are we currently required to obtain FCC authorization for installation or operation of
our network facilities used for domestic services, other than licenses for specific multichannel
multipoint distribution services, wireless communications service and terrestrial microwave and satellite
earth station facilities that utilize radio frequency spectrum. FCC approval is required, however, for the
installation and operation of our international facilities and services. We are subject to varying degrees
of regulation in the foreign jurisdictions in which we conduct business, including authorization for the
installation and operation of network facilities. Although the trend in federal, state and international
regulation appears to favor increased competition, no assurance can be given that changes in current or
future regulations adopted by the FCC, state or foreign regulators or legislative initiatives in the United
States or abroad would not have a material adverse effect on us.

In August 1996, the FCC established nationwide rules pursuant to the Telecom Act designed to
encourage new entrants to compete in local service markets through interconnection with the
traditional local phone companies, resale of traditional local phone companies’ retail services, and use
of individual and combinations of unbundled network elements, owned by the traditional local phone
companies. Unbundled network elements are defined in the Telecom Act as any ‘‘facility or equipment
used in the provision of a telecommunication service,’’ as well as ‘‘features, function, and capabilities
that are provided by means of such facility or equipment.’’ In January 1999, the Supreme Court of the
United States confirmed the FCC’s authority to issue the rules, including a pricing methodology for
unbundled network elements. On remand, the FCC clarified the requirement that traditional local
phone companies make specific unbundled network elements available to new entrants. The traditional
local phone companies have sought reconsideration of the FCC’s order and have petitioned for review
of the order in the United States Court of Appeals for the D.C. Circuit. That case is pending.

In its January 1999 decision, the Supreme Court remanded to the United States Court of Appeals
for the Eighth Circuit various substantive questions concerning the FCC’s rules for pricing unbundled
network elements. In July 2000, the Eighth Circuit upheld the use of a forward-looking methodology
but struck down the portion of the rule that calculates costs based on efficient technology and design
choices. At the request of various parties, including us, the Supreme Court is reviewing the Eighth
Circuit’s decision. The Supreme Court heard oral argument in October 2001, and a ruling is expected
in the first half of 2002.
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In December 1999, the FCC concluded that in providing high-speed digital subscriber line services,
the incumbent local phone companies should be required to share primary telephone lines with
competitive local exchange carriers, and the FCC identified the high frequency portion of the loop as a
network element. In January 2001, the FCC clarified that the requirement to share lines applies to the
entire loop, even where the traditional incumbent local phone company has deployed fiber in the loop.
Under the order, the incumbent local phone companies must permit competing carriers to
self-provision or partner with a data carrier in order to furnish voice and data service on the same line.
The incumbent local phone companies have appealed these two rulings and we have intervened in
support of the FCC.

In December 2001 and February 2002, the FCC issued a series of Notices of Proposed
Rulemaking, seeking to streamline and simplify the requirements imposed on traditional local phone
companies with respect to unbundled network elements, broadband Internet access, and advanced
services. Comments are due during the spring of 2002, and decisions are expected before the end of
2002. WorldCom cannot predict the outcome of these proceedings. However, if regulations are
streamlined or removed, there are elements and combinations of elements upon which WorldCom
relies to provide local services, broadband and advanced services that might no longer be required as a
matter of federal regulation.

The Telecom Act requires traditional local phone companies to petition the FCC for permission to
offer long distance services for each state within their region. Under section 271 of the Telecom Act,
for these applications to be granted, the FCC must find, among other things, that the traditional local
phone company has demonstrated that it has satisfied a 14-point competitive checklist to open its local
network to competition and that granting the petition is in the public interest. To date, the FCC has
rejected five traditional local phone company applications and it has granted ten: Verizon’s for New
York, Massachusetts, Connecticut, Pennsylvania and Rhode Island and SBC’s for Texas, Kansas,
Oklahoma, Missouri and Arkansas. WorldCom and other competitive carriers appealed to the D.C.
Circuit the approvals for Kansas, Oklahoma and Massachusetts. On December 28, 2001, the D.C.
Circuit decided that the FCC had not adequately addressed whether the prices charged for leasing
network elements by SBC in Kansas and Oklahoma create a price squeeze which violated the standards
for SBC to gain long distance approval. Without vacating the approval, the D.C. Circuit remanded the
case to the FCC for it to address the price squeeze issue. A briefing schedule has not been established
for the Massachusetts appeal. BellSouth has filed applications to offer long distance service for Georgia
and Louisiana, and Verizon has filed applications for Vermont and New Jersey. Other applications may
be filed at any time. We have challenged, and will continue to challenge, any application that does not
satisfy the requirements of section 271 or the FCC’s local competition rules. To date, these challenges
have focused on the pricing of unbundled network elements and on the adequacy of the traditional
local phone companies’ operations support systems. In addition, legislation has been introduced in
Congress that would have the effect of allowing traditional local phone companies to offer in-region
long distance data services without satisfying section 271 of the Telecom Act and/or of making it more
difficult for competitors to resell incumbent local phone company high-speed Internet access services or
to lease the unbundled network elements used to provide these services. To date, WorldCom and others
have successfully opposed these legislative initiatives.

In February 1999, the FCC issued a Declaratory Ruling and Notice of Proposed Rulemaking
regarding the regulatory treatment of calls to Internet service providers. Prior to the FCC’s order, over
thirty state public utility commissions issued orders finding that carriers, including us, are entitled to
collect reciprocal compensation for completing calls to Internet service providers under the terms of
their interconnection agreements with traditional local phone companies. Many of these public utility
commission decisions were appealed by the traditional local phone companies and, since the FCC’s
order, many traditional local phone companies have filed new cases at the public utility commissions or
in court. We petitioned for review of the FCC’s order in the D.C. Circuit, which vacated the order and
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remanded the case to the FCC for further proceedings. In April 2001, the FCC issued an Order on
Remand and Report and Order asserting jurisdiction over calls to Internet service providers and
establishing a three-year transitional scheme of decreasing reciprocal compensation rates. We filed a
petition for review of the FCC’s order with the D.C. Circuit, and the Court heard oral arguments on
February 12, 2002.

It is possible that spectrum rights held may be disrupted by FCC decisions to re-allocate some or
all of that spectrum to other services. If this re-allocation were to occur, we cannot predict whether
current deployment plans for our multi-channel multipoint distribution service services will be
sustainable.

Litigation

In November 2000, class action complaints were filed in the United States District Courts for the
Southern District of Mississippi, the Southern District of New York, and the District of Columbia
against WorldCom and some of our executive officers. All of these actions were consolidated in the
Southern District of Mississippi on March 27, 2001, along with another purported class action lawsuit
filed on behalf of individuals who purchased stock in Intermedia between September 5 and
November 1, 2000, which action asserts substantially similar claims and alleges that after the
announcement of the WorldCom-Intermedia merger, the price of Intermedia stock was tied to the price
of WorldCom stock. On June 1, 2001, the plaintiffs filed a consolidated amended complaint. Among
other things, the consolidated amended complaint alleged that statements regarding WorldCom’s
revenues, the integration of MCI, the success of UUNET Technologies, and the expansion of
WorldCom’s network were false; WorldCom’s financial disclosures were false; and WorldCom’s
announcement of its ‘‘generation d’’ initiative was misleading. Based on these allegations, the
consolidated amended complaint asserts claims for violation of Section 10(b) of the Securities Exchange
Act of 1934 and Rule 10b-5 promulgated thereunder and Section 20(a) of the Securities Exchange Act
of 1934. The consolidated amended complaint seeks to certify a class of persons who purchased
WorldCom shares between February 10, 2000 and November 1, 2000, inclusive; it does not assert
separate claims on behalf of purchasers of Intermedia shares. On August 7, 2001, WorldCom and the
individual defendants filed a motion to dismiss the consolidated amended complaint in its entirety. We
believe that the factual allegations and legal claims asserted in the consolidated amended complaint are
without merit and intend to defend them vigorously.

In August 1997, three complaints were filed in the United States District Court for the District of
Columbia, as class actions on behalf of purchasers of MCI shares. The three cases were consolidated
on April 1, 1998. On or about May 8, 1998, the plaintiffs in all three cases filed a consolidated
amended complaint alleging, on behalf of purchasers of MCI’s shares between July 11, 1997 and
August 21, 1997, inclusive, that MCI and some of its officers and directors failed to disclose material
information about MCI, including that MCI was renegotiating the terms of the MCI BT merger
agreement. The consolidated amended complaint seeks damages and other relief. WorldCom and the
other defendants have moved to dismiss the consolidated amended complaint.
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MCI Group Operations

Overview

We provide a broad range of retail and wholesale communications services, including long distance
voice and data communications, consumer local voice communications, wireless messaging, private line
services and dial-up Internet access services. Our retail services are provided to consumers and small
businesses in the United States. We are the second largest carrier of long distance telecommunications
services in the United States. We provide services such as: basic long distance telephone service, dial
around, collect calling, operator assistance and calling card services (including prepaid calling cards)
and toll-free or 800 services to approximately 20 million residential and small business customers and
over 470 carriers and other resellers. We offer these services individually and in combinations. Through
combined offerings, we provide customers with benefits such as single billing, unified services for multi-
location companies and customized calling plans. Our wholesale businesses include wholesale voice and
data services provided to carrier customers and other resellers, and dial-up Internet access services.

Our management’s goal is to use our existing market positions and assets opportunistically to
optimize cash flow, while paying dividends and retiring the debt attributed to the MCI group. Available
cash flow, after dividend payments, will be available for debt repayments and possible share
repurchases. The businesses attributed to the MCI group have significant assets, including the
nationally recognized brand, extensive customer relationships, 19 call centers with highly effective sales
representatives and a tradition of developing innovative calling plans that enhance customer retention.
Management believes it can leverage these strengths to deliver new services and to bundle existing
services.

The businesses attributed to the MCI group accounted for 39.3% of our revenues, (1.7)% of our
net income and 13.4% of our assets for the year ended December 31, 2001. For the year ended
December 31, 2000, the MCI group accounted for 41.8% of our revenues, 38.0% of our net income
and 14.8% of our assets.

Industry

The communications services industry continues to change both domestically and internationally,
providing significant opportunities and risks to the participants in these markets. In the United States,
the Telecom Act significantly impacted our business by establishing a statutory framework for opening
the U.S. local service markets to competition and by allowing the traditional local phone companies to
provide in-region long distance services. In addition, prices for long distance minutes and other basic
communications services declined as a result of competitive pressures, the introduction of more
efficient networks and advanced technologies, product substitution, and deregulation. Competition in
these segments is based more on price and less on other differentiating factors that appeal to the larger
business market customers including: range of services offered, bundling of products, customer service,
and communications quality, reliability and availability.

The wholesale business is currently undergoing a similar transformation. The decreasing number of
switchless long distance resellers combined with the intense competition has led to significant price
declines and margin pressure.

The consumer and small business long distance segment is characterized by rapid deregulation and
intense competition among long distance providers, and more recently, traditional local phone
companies. Under the Telecom Act, traditional local phone companies may offer long distance services
in a state within its region if the FCC finds first, that the traditional local phone company’s service
territory within the state has been sufficiently opened to local competition and second, that allowing
the traditional local phone company to provide these services is in the public interest. We have

20



challenged, and will continue to challenge, any application that does not meet the criteria envisioned by
the Telecom Act or the related rules relating to local competition issued by the FCC.

Strategy

Because of changes in the communications industry, our objective is to leverage the assets
attributed to the MCI group and our established market presence to maximize cash flow returns from
our mature businesses attributed to the MCI group. With respect to the businesses attributed to the
MCI group we intend to:

Optimize resources: We intend to focus our strategies on enhancing margins and cash flow. We
expect to be opportunistic and undertake only those initiatives that can generate cash flow without
significant capital commitment.

Leverage MCI brand: The internationally recognized MCI brand will be an important component
of our marketing initiatives.

Leverage marketing channels: We intend to enhance the utilization of our existing telemarketing
centers and mass-market distribution channels to grow our customer base, enhance customer retention
and expand our consumer product offerings.

Expand local services: We have entered local communications markets in New York, Pennsylvania,
Texas, Illinois, Michigan, Georgia, California, Florida and Ohio and will selectively evaluate similar
opportunities.

Improve operations support systems and automation: We intend to continue to improve operations
support systems and increase automation to improve efficiency, enhance customer service and develop
a platform for more value-added services.

Continue to leverage advanced networks: We intend to continue to leverage WorldCom’s extensive,
advanced and scaleable fiber optic networks to provide differentiated services at competitive rates.

Description of Services

The MCI group’s services include long distance voice communications, local voice communications,
wireless messaging and other services, wholesale communications services as well as dial-up Internet
access. We believe that our assets attributed to the MCI group, including the call centers, sales
representatives, customer relationships and our significant marketing skills will allow us to expand our
products and services to our existing consumer base without significantly increasing capital spending.

Long Distance Voice Communications

We are the second largest provider of long distance telecommunications services in the United
States, including consumer, small business and wholesale. We offer domestic and international voice
services, including basic long distance telephone, dial around, collect calling, operator assistance and
calling card (including prepaid cards), 800 services, and directory services. Long distance voice services
are offered individually or combined as a bundle with other services such as local voice services. Our
market position in the long distance voice segment is sustained by our telemarketing and other
marketing channels and marketing support for the MCI brand. In the year ended December 31, 2001,
we provided 94.7 billion minutes of service compared to 104.4 billion in 2000 and 92.9 billion minutes
in 1999. For the year ended December 31, 2001, long distance services, including consumer, small
business, wholesale and alternative channels, provided $10.2 billion of revenues, or 28.9% of WorldCom
total revenues, versus $12.4 billion of revenues, or 31.7% of WorldCom total revenues, for 2000 and
$12.6 billion of revenues, or 35.0% of WorldCom total revenues, for 1999.
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Consumer Local Voice Communications

We are aggressively, yet prudently expanding our local service and we have selectively entered local
exchange markets, including New York, Pennsylvania, Texas, Illinois, Michigan, Georgia, California,
Florida and Ohio. We provide local toll and switched access services to residential and small business
customers, typically through our own switches and through unbundled network elements leased from
traditional local phone companies. We usually lease the underlying traditional local phone company
network elements as a bundle, consisting of seven elements, most notably the local wire to the
customer, the switch equipment, and call switching. We pay the traditional local phone company a
monthly fee for the local wire to the customer and switch equipment and a per-minute fee for
switching. This mode of service delivery enables us to lower the cost of providing call origination as
well as providing us with call termination revenue. For those customers who subscribe for both local
and long distance services, we offer an ‘‘all-distance’’ calling plan that bundles the services at an
attractive price for the customer and enhances customer retention.

As of December 31, 2001, we had a total of 1.5 million local exchange customers. Approximately
83% of our local exchange customers also subscribe to our long distance service. The consolidated local
and long distance subscribers deliver three times the lifetime revenue of standalone long distance
customers due to much higher monthly spending and lower subscriber churn. We estimate that our
market share in New York is 7%, Pennsylvania and Texas are 5%, Illinois is 6%, Michigan is 9% and
Georgia is 4% and local service in California, Florida and Ohio each generated less than 1% of market
share. Additionally, we are able to reach 41% of all U.S. households in RBOC territories. For the year
ended December 31, 2001, consumer local services provided $500 million of revenue, or 1.4% of
WorldCom total revenues, versus $179 million, or 0.5% of WorldCom total revenues, for 2000 and
$41 million, or 0.1% of WorldCom total revenues, for 1999.

Dial-up Internet Access

Our dial-up Internet access business primarily serves consumer-oriented Internet service providers
that are accessed via dial-up modems. New technologies, including dedicated access provided by
carriers, and increased competition have caused significant price declines. Although we believe we are
well positioned in this segment due to the strength of our extensive customer relationships and the
scale of our networks, we expect pricing pressure to continue to negatively affect our business.

As of December 31, 2001, we managed 3.2 million modems versus 2.8 million modems as of
December 31, 2000. In addition, we provided 7.1 billion hours of Internet access for the year ended
December 31, 2001 versus 6.5 billion hours for 2000 and 4.2 billion hours for 1999. For the year ended
December 31, 2001, dial-up Internet access services provided $1.5 billion of revenue, or 4.4% of
WorldCom total revenues, versus $1.6 billion, or 4.2% of WorldCom total revenues, for 2000 and
$1.5 billion, or 4.2% of WorldCom total revenues, for 1999.

Wholesale Data Services

Our wholesale data services consist primarily of the sale of private lines to carrier customers. This
service experienced significant pricing pressure due largely to the entry of new competitors and the
build-out of facilities by our customers allowing them to provide more services over their own facilities.
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We anticipate that wholesale data services will increasingly become a smaller percentage of total
revenues as we focus on providing services to end-customers rather than competitive carriers. For the
year ended December 31, 2001, wholesale data services, including wholesale alternative channels,
provided $1.2 billion of revenue, or 3.3% of WorldCom total revenues, versus $1.4 billion, or 3.7% of
WorldCom total revenues, for 2000 and $1.5 billion, or 4.2% of WorldCom total revenues for 1999.

Wireless Messaging

We provide and market our paging services through SkyTel Communications, Inc., a leading
provider of wireless messaging services in the United States and a wholly owned subsidiary of
WorldCom. As of December 31, 2001, SkyTel had approximately 1.1 million units in service in the
United States which included approximately 600,000 domestic one-way units and 540,000 advanced
messaging units. For 2001, these services provided $441 million of revenue, or 1.3% of WorldCom total
revenues, versus $549 million, or 1.4% of WorldCom total revenues, for 2000 and $470 million, or 1.3%
of WorldCom total revenues, for 1999.

Facilities

Our long distance voice switches have been allocated to the MCI group. Domestic long distance
services are provided primarily over the fiber optic communications systems attributed to the
WorldCom group. To a lesser extent, we will continue to utilize transmission facilities leased from other
common carriers. International communications services are provided by submarine cable systems in
which WorldCom holds positions, satellites and facilities of other domestic and foreign carriers.

Long distance voice services are provided by long distance voice switches using circuit switched
technology. Voice switches are interconnected together and provide standard long distance voice
services as well as a variety of value-added services. To reduce capital investment in circuit switches, we
are deploying softswitches to process Internet dial-up access independent of our circuit switches. The
softswitches are general-purpose based computer systems which route calls directly to the public
Internet.

Our dial-up Internet access network consists of equipment and network configurations all generally
designed to terminate inbound Internet data calls from end users. Generally, the equipment consists of
network access servers, which are general purpose computing devices containing concentrated quantities
of digital modems. The equipment in off-net locations is, in many cases, owned and operated by the
traditional local phone company pursuant to service arrangements. The remaining equipment is owned
and maintained in our own facilities or in leased co-location facilities.

The MCI group is allocated an expense and the WorldCom group is allocated a corresponding
decrease in depreciation and amortization expense for the use by the MCI group of the fiber optic
systems and buildings, furniture, fixtures and equipment attributed to the WorldCom group. The
expense is equal to a proportion, based on usage, of the WorldCom group’s related costs. All other
material transactions between the groups are intended to be on an arm’s-length basis.

Most of our customers access their services through local interconnection facilities provided by the
traditional local phone companies. We utilize unbundled network elements to provide local services in
New York, Pennsylvania, Texas, Illinois, Michigan, Georgia, California, Florida and Ohio. As we expand
in other markets upon deregulation and market evaluation, we expect to continue to utilize unbundled
network elements to offer local communications services.
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Collectively, we own 19 call centers, which range in size from 40,000 square feet to over 100,000
square feet.

Rates and Charges

We charge switched customers on the basis of a fixed rate per line plus minutes or partial minutes
of usage at rates that vary with the distance, duration and time of day of the call. For local service,
customers are billed a fixed charge plus usage or flat rated charges depending on the plan chosen by
the customer. The rates charged are not affected by the particular transmission facilities selected by us.
Additional discounts are available to customers who generate higher volumes of monthly usage. Our
dial-up Internet access prices vary based on service type.

Sales and Marketing

We believe our sales and marketing capabilities are one of our strongest competitive advantages.
Telemarketing is a fundamental component of the sales effort for residential and small business
customers. Typically, over 50% of our residential and small business installations are sold through some
7,700 telemarketers based in 19 call centers nationwide. Our marketing partners, in turn, are a key
competitive advantage for differentiating long distance sales, offering consumers the opportunity to
earn frequent flyer miles, free video rentals, and similar awards based on long distance usage. Over
46% of subscription long distance minutes are generated by our 6.2 million partner customers.

We also increased our market share among high spending international callers through broad-
based marketing efforts. Moreover, we have successfully launched branded transaction products such as
‘‘10-10-220’’ and ‘‘1-800-Collect.’’ Our industry leading ‘‘10-10-220’’ product provides a unique way for
customers to save on every call and helps maintain strong brand recognition.

Alternate marketing channels include direct sales agents and prepaid card distribution. There are
over 400 sales agents throughout the United States marketing to consumers and small businesses
through marketing groups. We retain a leading position in the prepaid calling card market as well.

Through our direct sales force, we market various services to resellers including customers such as
Verizon. We are a leader in the dial-up Internet access market segment with all major Internet service
providers as wholesale customers, including, among others, AOL, Earthlink, and MSN.

Competition

The telecommunications industry is extremely competitive, and we expect that competition will
intensify in the future. In each of our business segments, we face intense competition from other
service providers. The primary competitors in the domestic and international consumer segments are
AT&T, Sprint and, where they are permitted to offer in-region long distance service, Verizon and SBC.
We also compete against other facilities-based long distance providers, such as Qwest. The traditional
local phone companies presently have numerous advantages as a result of their historic monopoly
control over local exchanges, and some of our existing and potential competitors have financial and
other resources significantly greater than ours. A continuing trend toward business combinations and
alliances in the telecommunications industry may create significant new competitors.

Under the Telecom Act and ensuing federal and state regulatory initiatives, many barriers to local
exchange competition are being eliminated. The introduction of competition, however, also establishes,
in part, the ability of the traditional local phone companies to provide inter-LATA long distance
services. To date, the FCC granted applications by Verizon for the states of New York, Massachusetts,
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Pennsylvania, Connecticut and Rhode Island and by SBC for Texas, Kansas, Oklahoma, Missouri and
Arkansas to provide in-region inter-LATA services. We believe the traditional local phone companies
will continue to seek to enter these markets given their ownership of extensive facilities in their local
service regions, their long-standing customer relationships and their very substantial capital and other
financial resources. As the traditional local phone companies are allowed to offer in-region long
distance services in additional states, they will be in a position to offer single source local and long
distance service similar, if not superior, to that being offered by us. We expect that increased
competition will result in additional pricing and margin pressures in the domestic telecommunications
services business. In addition, wireless carriers increasingly compete for consumers through nationwide
or regional ‘‘bucket of minutes plans.’’ Indeed, wireless competition and the availability of inexpensive
long-haul transport has already significantly reduced consumer long distance pricing, and as a result
negatively affected the profitability of traditional service providers. As rates stabilize, we expect to
compete effectively as a result of our innovation, quality and diversity of services, our ability to offer a
combination of services, and our level of customer service.

We expect increased competition from providers determined to exploit technologies which may
reduce the cost of providing services. We are working to develop these services and expect to be at the
forefront of these technological developments and to leverage them to protect and grow market share,
to increase revenues and profitability, and to retain customers.

We also face intense competition in offering wholesale services, small business services, dial-up
Internet, and paging and prepaid calling card services. In wholesale services, we compete directly with
traditional network access providers such as AT&T and Sprint. We obtain network capacity from our
businesses attributed to the WorldCom group and provide wholesale service to other carriers in
competition with a variety of facilities-based carriers. There can be no assurance that we will continue
to be successful in this segment. In the small business customer segment, we compete against
traditional local phone companies and numerous other competitive carriers offering local services, long
distance services, or both. Other carriers, particularly competitive local exchange carriers, are
aggressively pursuing this segment of the market. Our paging business competes directly with traditional
one-way paging providers, and recently experienced significant competition and product substitution
from other advanced wireless data service providers, including two-way paging services providers and
wireless service providers. Prepaid calling cards are also in an intensely competitive segment where
many carriers resell cheaper aggregated international minutes through this medium and where wireless
products are further compressing pricing.

Employees

Through our businesses attributed to the MCI group, we employed a total of approximately 23,200
full and part-time personnel as of February 28, 2002 none of whom are represented by organized labor
unions. We consider our relationship with these employees to be good.

Patents, Trademarks, Tradenames and Service Marks

All tradenames, including the MCI tradename and the other related MCI tradenames, have been
attributed to the WorldCom group. The MCI group will be allocated an expense and the WorldCom
group will be allocated a corresponding decrease in depreciation and amortization expense for the use
of the MCI tradenames for the next four years based on the following schedule:

2002: $30.0 million
2003: $35.0 million
2004: $40.0 million
2005: $45.0 million
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Any renewal or termination of use of the MCI tradename by the MCI group will be subject to the
general policy that our board of directors will act in the best interests of WorldCom. For each of the
years ended December 31, 1999, 2000 and 2001, an expense of $27.5 million per annum was allocated
to the MCI group for use of the MCI tradenames.

Regulation and Litigation

We are involved in legal and regulatory proceedings that are incidental to our business and have
included loss contingencies in other current liabilities and other liabilities for these matters in our
financial statements. In some instances, rulings by federal and state regulatory authorities may result in
increased operating costs to us. The results of these various legal and regulatory matters are uncertain
and could have a material adverse effect on our consolidated results of operations or financial position.
See the information contained in ‘‘Item 1. Business—Business—WorldCom group Operations—
Regulation and Litigation,’’ which is incorporated by reference herein, for a discussion of regulation
and litigation matters.

ITEM 2. PROPERTIES

The information contained in ‘‘Item 1. Business—Business—WorldCom group Operations—
Facilities’’ and ‘‘—MCI group Operations—Facilities’’ is hereby incorporated by reference.

ITEM 3. LEGAL PROCEEDINGS

We are involved in legal and regulatory proceedings generally incidental to our business. In some
instances, rulings by federal and some state regulatory authorities may result in increased operating
costs to us. As indicated above in Item 1. Business or in note 9 to our notes to consolidated financial
statements, which are incorporated herein by reference, the results of these various legal and regulatory
matters are uncertain and could have a material adverse effect on our consolidated results of
operations or financial position.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None
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October 2002 



 
 

 The Michigan Public Service Commission Staff conducted a mid-year survey of 

Ameritech Michigan and 15 Competitive Local Exchange Carriers (CLECs) in Michigan 

to update the survey results from 12/31/01.  This survey was sent out to the top 15 

CLECs in the state of Michigan as identified by the results of the survey from the 

December 31, 2001 data.  The data collected was for the mid-year ending June 30, 2002.  

The top 15 CLECs represent 96% of the CLEC lines from 12/31/01 so for ease of 

administration and timeliness of the response only the top 15 CLECs were surveyed. This 

information was gathered to assist the Commission in furthering its evaluation of the state 

of local competition in Michigan.   

 

 The original survey vehicle was developed through a collaborative process set 

forth in the Commission’s order in docket U-12320 in 2000.  This survey requests some 

information that the companies consider confidential.  The results of this survey are 

reported as total group numbers to maintain the confidentiality of the individual company 

numbers.   

 

 Attachment A is a chart that indicates the number of lines attributed to CLECs in 

Michigan as submitted by the CLECs responding to this survey.  Ameritech also reported 

similar information they have pertaining to the number of lines that they provide to the 

CLECs although they also estimate the total population of CLEC lines in Michigan.  

There is a discrepancy between what Ameritech reports and what the CLECs report.  This 

can be attributed to what Ameritech estimates as the number of lines that the CLECs 

provide totally over their own facilities and what the CLECs report as actual for this 

category.  

  



 From the data compiled through this survey (Attachment A), staff has found that 

the number of lines provided by the 15 CLECs (including over their own facilities) is 

1,118,437.  This represents an increase of 261,206 lines over the 12/31/01 figures for this 

same group of 15 CLECs and this represents a 30% increase for the six-month period.  

Ameritech reports that their number of access lines for the period ending 6/30/02 is 

4,609,518.  The number of CLEC lines compared to the total population of CLEC plus 

Ameritech lines is 20%.  That same figure at the 12/31/01 point was 15%.  The CLEC 

lines are comprised of 65% residential customers and 35% business customers.  The Staff 

does not attest to the accuracy of Ameritech’s or the CLEC numbers as this is what is 

reported to the Commission and no independent verification process has been undertaken.  

This survey is an attempt to assess the trends in activity of CLECs in Michigan and to 

evaluate the progress of competition.     

  

 

 
 

 



Attachment A 
 
 
 

Competitive Market Conditions  
Mid-Year Data Request of top 15 CLECs in Michigan 

CLEC Access Line Data 
For the Period Ending June 30, 2002 

As Reported by CLECs 
 
 
 

1.  Lines Served via Resale of ILECs service          47,609 
 

2.  Lines Served via Unbundled Network Facilities     197,148 
 

3.  Lines Served via UNE Platform        724,970 
 

4.  Other Dedicated LEC Access Lines        33,619 
 
5. Total via ILEC Facilities (Lines 1 + 2 + 3 + 4) 1,003, 346  

           
 

6.  Lines Served via CLEC Own Facilities      113,786  
    
 

7.  xDSL Lines             1,305  
        
 

8.   Total Lines Served (Lines 5 + 6 + 7)     1,118,437  
   

 
 
 

This survey was sent to the top 15 CLECs as identified as of 12/31/01 as a mid-
year update to our annual survey.  The Business/Residential split for mid-year 
2002 is as follows:   

 
   Business Lines    393,306 35%    
   Residential Lines    725,131 65% 
 
    Total Lines 1,118,437    
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